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ECONOMIC  FORECASTS  AND  THE  ROLES  OF 
DEFICIT  REDUCTION  AND  PRODUCTIVITY 


TUESDAY,  MARCH  7,  1995 

House  of  Representatives, 

Committee  on  the  Budget, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10:07  a.m.,  in  room 
210,  Cannon  House  Office  Building,  Hon.  John  R.  Kasich,  chairman 
of  the  committee,  presiding. 

Members  present:  Representatives  Kasich,  Walker,  Kolbe, 
Herger,  Smith  of  Texas,  Miller,  Lazio,  Franks,  Smith  of  Michigan, 
Inglis,  Hoke,  Molinari,  Hoekstra,  Largent,  Myrick,  Brownback, 
Shadegg,  Sabo,  Coyne,  Costello,  Johnston,  Mink,  Browder,  Woolsey, 
Olver,  Roybal-Allard,  and  Rivers. 

Chairman  Kasich.  The  committee  will  come  to  order. 

We  are  fortunate  this  morning  to  have  with  us  these  four  econo- 
mists. Is  the  fourth  here?  He's  not  here  yet.  He's  being  picked  up 
at  the  airport. 

Stephen  Roach,  the  chief  economist  for  Morgan  Stanley;  Roger 
Brinner,  who  will  be  here,  from  DRI;  Laurence  Meyer,  professor  of 
economics  at  Washington  University;  and  of  course,  Barry 
Bosworth,  the  famous  Barry  Bosworth,  a  senior  fellow  at  the 
Brookings  Institute.  How  is  Bill  Frenzel  doing  over  there?  Are  you 
keeping  an  eye  on  him? 

Mr.  Bosworth.  He's  doing  great. 

Chairman  Kasich.  I  appreciate  you  folks  making  yourselves 
available.  The  purpose  of  the  hearing,  it  will  be  followed  up  tomor- 
row with  Chairman  Greenspan,  is  to  discuss  some  very  critical  is- 
sues that  we  are  going  to  have  to  determine  as  we  get  closer  and 
close  to  a  budget  resolution.  Those  are  namely  the  issues  of  produc- 
tivity, everybody  in  agreement  obviously  that  productivity  is  up. 
But  the  question  is  do  we  have  a  trend?  Is  it  something  that  has 
established  itself? 

As  you  gentleman  are  aware,  the  administration  has  charged 
higher  levels  of  productivity  than  has  the  CBO,  and  we'd  be  very 
interested  in  knowing  your  view  on  whether  we  do,  in  fact,  have 
a  permanent  trend  on  higher  productivity.  Obviously,  we'll  want 
you  to  talk  about  what  vour  feeling  is  about  GDP  growth,  in  light 
of  the  fact  that  it  is  likely  we  will  have  major  deficit  reduction  pro- 
duced by  this  Congress.  That  is  our  goal.  It  is  going  to  be  done  with 
a  combination  of  both  entitlement  and  discretionary  savings. 

The  Speaker  has  reemphasized,  even  in  light  of  the  defeat  of  the 
balanced  budget  amendment,  that  we  intend  to  try  to  lay  some- 
thing down  that  gets  us  to  a  balanced  budget.  I  believe  that's 
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where  the  Senate  is,  as  well.  I  mean,  there  are  details  to  be  re- 
solved as  to  what  the  numbers  are,  but  I  think  I'd  be  very  safe  in 
saying  that  we  will,  in  fact,  see  a  major  deficit  reduction  and  would 
like  to  know  how  you  view  that,  in  light  of  long-term  rates,  and  in 
terms  of  GDP  growth. 

Do  you  see  deficit  reduction  as  having  a  constricting  effect  on  the 
economy?  As  you  know.  Federal  Chairman  Greenspan  has  said  that 
the  Fed  would  be  essentially  cooperative  with  any  effort  by  the 
Congress  to  have  major  deficit  reduction,  and  the  Fed  Chairman 
has  indicated — and  we'll  be  able  to  question  him  more  in  detail  to- 
morrow— that  we  would  see  lower  long-term  rates  as  a  result  of  an 
action  by  the  Congress  to  have  significant  deficit  reduction.  Assum- 
ing that  long-term  rates  do  come  down,  what  impact  does  that  have 
on  our  GDP? 

So  there's  a  whole  host  of  issues  that  I  think  we  need  to  explore. 
I  think  we  have  a  very  distinguished  group  here  that  can  help  us 
to  shed  some  light  on  this  subject.  Obviously,  it's  very  important, 
as  we  get  closer  to  what  the  economic  assumptions  ought  to  be  as 
we  head  into  further  action  this  spring.  So  welcome  this  morning. 
Mr.  Sabo. 

Mr.  Sabo.  I  welcome  our  panelists  and  look  forward  to  hearing 
from  you. 

Chairman  Kasich.  Who  wants  to  go  first?  Dr.  Meyer. 

STATEMENTS  OF  LAURENCE  H.  MEYER,  Ph.D.,  PROFESSOR  OF 
ECONOMICS,  WASHINGTON  UNIVERSITY;  STEPHEN  S. 
ROACH,  Ph.D.,  CHIEF  ECONOMIST,  MORGAN  STANLEY  &  CO.; 
BARRY  BOSWORTH,  Ph.D.,  SENIOR  FELLOW,  BROOKINGS  IN- 
STITUTION; AND  ROGER  E.  BRINNER,  Ph.D.,  EXECUTIVE  DI- 
RECTOR AND  CHIEF  ECONOMIST,  DRI/McGRAW-HILL 

Mr.  Meyer.  I  will  take  that  honor. 

Mr.  Chairman  and  members  of  the  committee,  it's  a  pleasure  and 
an  honor  for  me  to  be  here  with  you  today  to  share  my  views  on 
the  prospect  for  economic  growth  over  the  coming  decade. 

My  remarks  focus  primarily  on  recent  and  prospective  trends  in 
productivity  and  the  impact  on  productivity  growth  of  a  successful 
effort  to  balance  the  budget  by  early  next  century. 

Let  me  begin  by  briefly  summarizing  my  findings.  If  nothing  is 
done  to  balance  the  budget,  we  project  that  real  GDP  will  grow  2.3 
percent  a  year  over  the  next  decade.  Second,  nonfarm  business  pro- 
ductivity, measured  as  output  per  hour  worked,  will  grow  about  1.5 
percent  per  year  over  the  same  period.  This  is  faster  than  the  1.1 
percent  achieved  over  the  previous  decade  due  to  a  capital  spend- 
ing boom  already  underway  and  projected  to  continue  over  this  pe- 
riod. 

Third,  if  the  Federal  budget  is  balanced  by  the  year  2002  and 
then  maintained  in  balance  thereafter,  and  if  monetary  policy  suc- 
cessfully offsets  the  near-term  contractionary  effects  of  balancing 
the  budget,  productivity  growth  will  rise  another  one-tenth  to  two- 
tenths  of  a  percentage  point  a  year.  As  a  result,  GDP  growth  would 
rise  2.5  percent  a  year  instead  of  2.3  percent  a  year. 

Now  I  m  going  to  take  you  through  the  highlights  of  my  written 
testimony.  First,  let  me  emphasize  why  it's  appropriate  this  morn- 
ing to  focus  on  productivity  growth.  The  only  way  to  finance  a  per- 


manently  higher  standard  of  living  is  with  permanently  higher  in- 
come per  capita.  The  latter  can  be  achieved  only  by  raising  perma- 
nently the  level  of  productivity,  defined  as  output,  and  hence  in- 
come that  a  worker  can  generate  during  a  given  period  of  time. 

Now  let  me  connect  productivity  growth  to  public  policy.  First 
productivity  rises  for  one  of  two  reasons:  technical  innovation, 
which  for  a  given  level  of  the  capital  stock  affords  workers  with 
more  efficient  techniques  of  production;  and  second,  for  a  given 
technology,  increases  the  amount  of  capital  per  worker,  a  process 
sometimes  referred  to  as  capital  deepening. 

When  I  talk  about  more  capital,  I  want  to  emphasize  that  I  mean 
not  only  increases  in  the  amount  of  equipment  and  structures,  but 
also  increases  in  human  capital  through  education  and  training. 

Now  we  don't  know  very  much  about  what  determines  the  first 
component  of  productivity,  this  technical  advance.  We  have  quite  a 
lot  of  experience  with  the  process  of  capital  deepening.  What  I 
want  to  emphasize  is  a  lesson  that  we  learned  quite  dramatically 
in  the  1980's.  If  we  run  a  huge  budget  deficit,  we  reduce  the  na- 
tional saving  rate.  Less  saving,  by  definition,  means  less  invest- 
ment. Less  investment  means  less  capital  per  worker.  Less  capital 
per  worker  means  lower  productivity. 

The  best  and  the  surest  way  to  encourage  capital  formation,  and 
hence  higher  productivity,  is  to  reverse  this  process  by  shrinking 
the  Federal  deficit,  the  one  thing  we  can  control  directly,  if  we 
muster  the  will  to  do  so. 

As  I  noted  earlier,  we  think  the  GDP  will  grow  about  2.3  percent 
over  the  next  decade  if  we  don't  do  anything  to  further  reduce  the 
deficit.  This  2.3  percent  growth  already  includes  1.5  percent  per 
year  increase  in  productivity.  I  should  point  out  that  we  do  antici- 
pate that  the  growth  of  hours  is  going  to  slow  over  the  next  decade, 
so  the  GDP  growth  will  be  about  the  same  over  the  next  decade 
as  it  was  over  the  previous  decade,  in  the  range  of  about  2.3  per- 
cent. 

Mr.  Chairman,  you  noted  earlier  that  there  are  some  suggestions 
that  we  have  already  seen  a  significant  acceleration  in  the  rate  of 
growth  of  productivity.  Beginning  in  1992,  productivity  growth  has 
exceeded  its  10-year  average  by  margins  large  enough  to  foster  a 
debate  as  to  whether  or  not  the  underlying  rate  of  productivity 
growth  has  already  accelerated. 

Part  of  this  increase  is  this  process  of  capital  deepening  that's 
underway,  that  I've  already  talked  about.  But  part  of  it  is  also  a 
normal  cyclical  rebound  in  productivity.  Productivity  grows  more 
rapidly  when  the  economy  is  growing  above  trend,  and  that's  been 
the  case  over  this  period.  But  I  want  to  caution  you  that  much  of 
this  increase  in  productivity  over  the  past  3  years  is  a  statistical 
illusion  that's  due  to  the  way  we  measure  real  GDP  using  a  fixed- 
based  year,  in  the  current  case  1987. 

If  you  recompute  GDP  with  more  sophisticated  measures  of 
prices,  which  use  a  rolling  base  year,  you  find  out  that  the  current 
method  is  overstating  the  growth  in  productivity  and  the  growth  in 
GDP  by  a  full  half  a  percentage  point  a  year  over  the  past  3  years. 
So  I  want  to  emphasize  that  because  there  is  not  much  evidence 
that  a  very  sharp  acceleration  in  productivity  is  underway,  we  have 


to  take  seriously  and  work  hard  to  reduce  the  budget  deficit,  be- 
cause we  need  all  the  help  we  can  get. 

Now  obviously,  the  costs  and  benefits  of  balancing  the  budget  de- 
pend on  the  magnitude  of  the  deficit  to  be  eliminated.  The  larger 
the  baseline  deficit,  the  harder  the  task  and  the  greater  the  poten- 
tial rewards.  In  the  effects  I'm  going  to  discuss  later  on,  we  have 
begun  with  the  projections  provided  by  the  Congressional  Budget 
Office.  These  are  shown  in  Figure  7. 

Along  this  path,  the  deficit  rises  from  about  $200  billion  in  fiscal 
1996  and  reaches  $320  billion  by  2002.  Cumulatively,  the  deficit  re- 
duction that  has  to  be  accomplished  to  balance  the  budget,  is  in  ex- 
cess of  $1  trillion. 

Now  fortunately,  it's  not  necessarily  to  cut  programmatic  spend- 
ing by  the  full  $1  trillion  in  order  to  balance  the  budget.  As  the 
deficit  shrinks,  both  the  stock  of  debt  and  the  rate  of  interests  fsJl, 
relative  to  the  baseline.  Consequently,  interest  payments  on  the 
debt  decline.  Furthermore,  because  lower  interest  rates  stimulate 
capital  formation  and  thereby  raise  the  Nation's  productive  capac- 
ity, there  are  dynamic  revenue  gains  generated  as  the  deficit 
shrinks. 

Notwithstanding  these  fiscal  dividends,  balancing  the  budget  by 
2002  requires  substantial  cuts  in  Federal  spending  relative  to  the 
baseline.  These  cuts  are  likely  to  impart  to  the  macroeconomy  a 
contractionary  impetus  that  if  not  offset  by  more  stimulative  mone- 
tary policy  could  slow  economic  growth  and  raise  the  unemploy- 
ment rate. 

In  Figure  9,  we  show  a  path  of  what  might  happen  if  the  Fed 
maintained  a  constant  rate  of  monetary  growth,  but  did  not  ac- 
tively try  to  offset  this  contractionary  impact.  I  don't  want  to  focus 
too  much  on  that,  because  the  fact  of  the  matter  is  that  the  re- 
quired task  for  the  Federal  Reserve  is  not  an  extremely  difficult 
one,  certainly  a  manageable  one. 

We  estimate,  for  example,  that  in  order  to  offset  the 
contractionary  impact  of  deficit  reduction,  the  Federal  Reserve 
would  have  to  lower  interest  rates  the  first  year,  the  Federal  funds 
rate,  by  something  in  the  range  of  a  percentage  point.  And  over  the 
entire  10-year  period,  by  something  close  to  2  percentage  points  for 
the  Federal  funds  rate.  Now  since  the  Federal  funds  rate  has  in- 
creased 3  full  percentage  points  during  this  cyclical  episode  of 
tightening  alone,  these  are  not  enormous  changes,  and  this  is  not 
a  task  I  consider  to  be  a  particularly  difficult  one  for  the  Federal 
Reserve. 

So  let  me  then  focus  on  the  long-run  benefits  if  indeed  the  Fed- 
eral Reserve  is  successful  in  offsetting  the  contractionary  impact  of 
deficit  reduction.  Balancing  the  budget  with  spending  restraint 
benefits  the  economy  in  two  ways.  First,  it  raises  capital  formation, 
hence  productivity,  and  the  level  of  output.  Secondly,  it  reduces  the 
trade  deficit,  and  therefore  reduces  our  indebtedness  to  the  rest  of 
the  world  relative  to  what  it  would  otherwise  be. 

Now  we  estimate  that  if  the  budget  is  balanced  by  2002,  real 
GDP  at  the  end  of  this  period  will  be  almost  1.5  percentage  points 
higher  than  it  would  otherwise  be.  Business  capital  stock  will  rise 
by  about  3.5  percent  and  nonfarm  productivity  will  be  up  by  almost 
1.5  percent.  At  this  point,  the  adjustment  is  not  fully  complete.  It's 


only  about  two-thirds  complete,  so  productivity  is  still  rising,  as  is 
the  capital  stuck. 

So  I  think  these  are  the  magnitude  of  the  benefits  that  lie  ahead 
if  we  balance  the  budget.  They  may  not  be  as  dramatic  as  you 
hope,  but  every  tenth  or  two  in  faster  GDP  growth  accumulates 
over  time  and  is  quite  important. 

Thank  you  very  much. 

[The  prepared  statement  of  Laurence  Meyer  follows:] 

Prepared  Statement  of  Laurence  H.  Meyer,  Ph.D.,  Professor  of  Economics, 
Washington  University 

Mr.  Chairman  and  members  of  the  committee,  it  is  a  pleasure  and  an  honor  for 
me  today  to  share  with  you  my  views  on  the  prospects  for  economic  growth  over 
the  coming  decade.  My  remarks  focus  primarily  on  recent  and  prospective  trends  in 
productivity  and  \he  potential  impact  on  the  prospective  trend  of  a  successful  effort 
to  balance  the  Federal  budget  by  early  next  century.  Let  me  begin  by  briefly  sxmi- 
marizing  mv  findings. 

(1)  If  nothing  is  done  to  balance  the  Federal  budget,  real  GDP  will  grow  over  the 
next  decade  by  about  2.3  percent  per  annum.  In  the  private  nonfarm  business  sec- 
tor, the  performance  will  b«  slightly  better,  2.6  percent  annually. 

(2)  Nonfarm  business  productivity,  measured  as  output  per  hour  worked,  will 
grow  1.46  percent  annuafly  over  the  same  period.  That  this  is  faster  than  the  1.1 
percent  achieved  over  the  past  10  years  is  due  largely  to  the  boom  in  capital  spend- 
ing currentiy  underway  and  projected  by  us  to  continue  through  the  end  of  the  dec- 
ade. 

(3)  If  the  Federal  budget  is  balanced  by  fiscal  year  2002  and  then  maintained  in 
balance  tiiereafter,  and  if  monetary  policy  successfully  offsets  the  near-term 
contractionary  effects  of  balancing  the  budget,  productivity  growth  will  rise  by  about 
0.16  percentage  points  per  year  over  the  next  decade — that  is,  to  1.63  percent  per 
annimi.  Growth  in  GDP  would  rise  to  about  2.5  percent  annually  over  the  same  pe- 
riod. 

(4)  The  Federal  Reserve  likely  can  use  monetary  policy  to  cushion  the  economy 
from  any  near-term  contractionary  effects  of  balancing  the  budget. 

(5)  However,  maintaining  a  balanced  budget  as  the  economy  heads  into  a  reces- 
sion will  exacerbate  cyclicd  contractions  of  output  and  require  larger  swings  in  in- 
terest rates  if  countercycUcal  monetary  poUcy  is  to  prove  effective. 

(6)  While  balancing  the  budget  will  raise  GDP,  the  gains  in  output  realized  over 
the  first  decade  will  Be  primarily  in  investment.  Private  consumption  per  capita  ac- 
tually will  be  lower  in  10  years,  and  the  sum  of  private  and  government  consump- 
tion will  be  ^arply  lower. 

WHY  FOCUS  ON  PRODUCTIVITY? 

Usually,  economists  measure  a  nation's  macroeconomic  standard  of  living  by  com- 
puting the  per  capite  consumption  of  its  citizenry.  Consumption  per  capita  can  be 
raised  temporarily  in  a  variety  of  ways.  For  example,  households  can  reduce  their 
saving  rate  in  order  to  buy  more  consumer  goods;  or  the  money  can  be  borrowed 
from  abroad;  or  government  can  run  a  deficit,  effectively  transforming  private  sav- 
ing into  public  consumption.  But  any  rise  in  consumer  spending  financed  by  bor- 
rowed money  cannot  represent  a  permanent  increase  in  living  stendards  since  ulti- 
mately, for  a  given  income,  the  growing  burden  of  financing  the  concomitant  debt 
renders  a  higher  level  of  spending  unsustainable.  The  only  way  to  finance  a  perma- 
nentiy  higher  standard  of  living  is  with  permanentiy  higher  income.  The  latter  can 
be  acnieved  only  by  raising  permanentiy  the  level  of  productivity,  defined  as  the 
amount  of  output — and  hence  income — ^that  a  worker  can  generate  during  a  given 
period  of  time.  If  we  foster  an  environment  and  pursue  poUcies  conducive  to  a  rising 
output  per  hour,  our  standard  of  living  will  advance.  Otherwise,  it  may  stagnate. 

PRODUCTIVITY  AND  MACROECONOMIC  POUCY 

Productivity  rises  for  one  of  two  reasons:  (1)  technical  innovation,  which  for  a 
given  level  of  capital,  affords  workers  with  more  efficient  techniques  of  production; 
and  (2)  for  a  given  stete  of  technology,  increases  in  the  amount  of  capital  available 
per  worker,  a  process  sometimes  referred  to  as  capital  deepening.  Note  that  the  defi- 
nition of  capital  is  not  limited  here  to  tongibles,  i.e.,  equipment  and  buildings.  In- 
deed, given  the  relatively  large  role  that  labor  plays  in  the  production  function,  in- 


vestment  in  human  capital — education  and  training,  whether  sponsored  in  the  pri- 
vate or  public  sector — is  potentieilly  every  bit  as  important  as  investment  in  physical 
capital  as  a  means  to  raise  living  standards.  Furtnermore,  the  distinction  between 
technical  innovation  and  capital  deepening  is  sometimes  blurred  because  innovation 
frequently  is  embodied  in  new  capital,  so  that  the  two  processes  can  occur  simulta- 
neously and  in  an  interdependent  manner. 

Economists  have  long  struggled  to  understand  the  forces  that  give  rise  to  tech- 
nical advance;  why  in  some  decades  innovation  proceeds  rapidly  while  in  others  it 
stagnates.  It  probably  has  something  to  do  with  the  institutional  arrangements  of 
the  day,  the  extent  to  which  they  encourage  risktaking  and  protect  property  rights. 
It  may  even  be  partly  a  matter  of  historical  accident — someone  being  in  the  right 
place  at  the  right  time  with  the  right  idea.  Some  recent  research  suggests  that  it 
may  depend  upon  the  share  of  a  Nation's  output  devoted  to  investment  in  equip- 
ment. Unfortunately,  I  know  of  no  policies  to  recommend  that  I  can  state  with  any 
assurance  will  increase  the  rate  of  technical  innovation  across  our  economy.  This  is 
too  bad,  since  were  we  to  discover  such  a  policy,  it  would  raise  our  standard  of  living 
not  just  once,  but  perpetually. 

Economists  know  more  about  capital  deepening,  in  part  because  diuing  the  post- 
war era  frequent  efforts  have  been  made  to  use  tax  policy  to  promote  saving  and 
investment  in  order  to  raise  the  level  of  productivity.  Unfortunately,  these  policies 
have  never  been  applied  consistently,  uniformly,  or  even  for  very  long,  rendering  it 
difficult  to  judge  their  efficacy.  For  example,  we  have  introduced  investment  tax 
credits  only  later  to  modify  or  rescind  them;  and,  we  have  tinkered  with  deprecia- 
tion schedules,  saving  incentives  and  tax  rates  almost  incessantly. 

I  have  reservations  about  the  use  of  tax  policy  to  raise  productivity.  On  the  one 
hand,  tax  incentives  for  investment  work  only  if  additional  saving  to  finance  addi- 
tional investment  can  be  coaxed  forth  from  domestic  savers  or  enticed  from  inves- 
tors abroad.  Furthermore,  such  incentives  may  introduce  microeconomic  distortions 
that  can  undermine  the  macroeconomic  gains  from  capital  deepening — a  fact  that 
economists  often  downplay  but  one  that  can  prove  important.  On  the  other  hand, 
tax  incentives  for  saving  can  only  work  if  households  respond  positively  to  them. 
Unfortunately,  empirical  evidence  is  not  convincing  on  this  score,  probably  because 
in  theory  individusils  can  respond  to  higher  after-tax  rates  of  return  either  by  saving 
or  spending  more. 

It  seems  to  me,  however,  that  one  lesson  we  learned  convincingly  during  the 
1980's  is  that  if  we  run  a  huge  Federal  deficit,  we  reduce  the  national  saving  rate 
(see  Figure  1).  Less  saving  by  definition  means  less  investment,  and  ^at  means 
lower  productivity.  Of  course,  the  reallocation  of  resources  from  private  investment 
to  public  consumption  was  affected  by  a  substantial  rise  in  the  real  rate  of  interest. 
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Given  toda3^8  economic  climate,  the  best  wav  to  encourage  capital  formation  is  to 
reverse  the  process  by  shrinking  the  Federsd  deficit,  the  one  thing  that  we  can  con- 
trol directly  if  we  muster  the  will  to  do  so.  True,  there  would  hkelv  be  some  offset- 
ting decline  in  the  private  saving  rate,  and  some  capital  currently  flowing  to  the 
Umted  States  from  abroad  would  reverse  course  and  find  its  way  back  home.  And 
there  is  a  legitimate  debate,  centering  on  the  magnitudes  of  the  behavioral  re- 
sponses of  households  and  firms,  over  just  how  large  the  macroeconomic  benefits  of 
this  policy  would  be.  But  that  there  would  be  some  positive  benefit  is,  I  think,  some- 
thing most  economists  agree  upon.  Note,  however,  that  shrinking  the  deficit  does 
not  perpetually  raise  the  economy's  growth  rate.  Instead,  it  affects  a  one-time  in- 
crease in  our  standard  of  living.  Policymakers  expecting  otherwise  are  sure  to  be 
disappointed. 

FORECASTS  OF  GROWTH  IN  GDP  AND  PRODUCTIVITY 

LHM&A  forecasts  that  over  the  next  decade,  and  in  the  absence  of  policies  to  re- 
duce the  Federal  deficit,  the  Nation's  real  Gross  Domestic  Product  has  the  potential 
to  grow  about  2.3  percent  annually.  The  growth  potential  of  the  private  nonfarm 
business  sector  is,  in  our  judgment,  modestly  higher,  around  2.6  percent  annually. 
During  this  period,  we  expect  the  supply  of  labor  hours — reflecting  changes  in  both 
the  labor  force  and  the  average  workweek — to  grow  about  1.1  percent  annually,  and 
that  output  per  hour  (i.e.  labor  productivity)  will  rise  about  1.5  percent  annually. 

Econometncally,  we  decompose  the  trend  growth  in  productivity  into  three  compo- 
nents: First,  the  contribution  of  exogenous  of  technical  advance.  We  estimate  tnis 
to  have  been  about  0.7  percent  per  year  since  the  mid  1980's,  and  have  little  reason 
to  expect  it  to  rise  or  fall  during  the  coming  decade;  as  noted  earlier,  it  is  not  some- 
thing we  claim  to  know  much  about.  Second,  the  contribution  of  capital  deepening. 
While  interest  rates  rose  in  1994,  they  are  still  well  below  levels  that  persisted  for 
much  of  the  1980'8  and  early  1990's.  Furthermore,  our  forecast  is  for  tnem  to  ease 
modestly  as  the  decade  progresses.  Given  the  long  lags  we  estimate  between 
changes  in  interest  rates  and  changes  in  investment,  we  forecast  that  over  the  next 
decade  the  process  of  capital  deepening  will  contribute  about  0.4  percent  per  year 
annually  to  productivity  growth.  'Third,  the  role  of  computers.  Real  spending  on  com- 
puters, calculated  officially  as  nominal  spending  on  computers  deflated  by  a  price 
index  that  falls  rapidly  as  the  computational  speed  of  these  machines  increases,  has 
exploded  in  recent  years.  We  treat  this  increase  as  if  it  were  a  separate  form  of  tech- 
nological advance  fiiat  raises  measured  productivity  simply  by  boosting  real  spend- 
ing on  computers  with  little  implications  elsewhere  in  tne  economy.  Recently,  this 
factor  has  contributed  as  much  as  three-fourths  of  a  percentage  point  to  the  overall 
rate  of  productivity  growth.  Over  the  next  10  years,  given  our  assumptions  about 
the  ongoing  rate  of  rate  decline  in  the  price  of  computers,  we  estimate  mat  this  fac- 
tor will  contribute  another  0.4  percentage  points  to  the  trend  growth  in  labor  pro- 
ductivity. 

The  decomposition  of  trend  growth  in  productivity  into  these  three  contributing 
factors  is  shown  in  Table  1  for  the  periods  1984  thurough  1994,  and  1994  through 
2003.  The  table  shows  that,  in  our  estimation,  productivity  growth  through  2003 
will  be  higher  than  over  the  last  10  years,  primarily  due  to  a  decline  in  interest 
rates  fi-om  the  high  levels  of  the  1980  s  and  the  associated  capital  deepening.  This 
will  occur  even  without  renewed  efforts  to  shrink  the  Federal  deficit  unless  interest 
rates  shoot  back  up.  In  addition,  the  effect  of  computer  prices  on  productivity  will 
be  a  little  bit  bigger  than  over  the  last  10  years,  although  this  effect  will  be  oflfset 
by  our  estimate  that  the  rate  of  technical  innovation  has  slowed  somewhat. 

TABLE  1.— PRODUCTIVITY  TRENDS,  1984-2003,  WITHOUT  DEFICIT  REDUCTION 
[Percentage] 

1984-1994  1994-2003 

Technical  Innovation  

Capital  Deepening 

Computer  Prices 

Total  U L5 

HAS  TREND  PRODUCTIVITY  GROWTH  RISEN  RECENTLY? 

Since  1992,  productivity  growth  has  exceeded  its  10-year  moving  average  by  mar- 
gins large  enough  to  foster  a  debate  over  whether  there  has  been  an  increase  in  the 
fundamental  underljdng  rate  of  growth  in  productivity  enjoyed  by  the  U.S.  economy 
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(see  Figure  2).  Anecdotal  stories  of  continued  corporate  downsizing  combined  with 
recent  Big  increases  in  capital  spending  make  the  story  seem  plausible.  We,  how- 
ever, are  skeptical. 

Part  of  this  debate  is  semantic:  what  is  meant  by  an  increase  in  trend  productiv- 
ity growth?  Capital  deepening  and  downsizing  do  not  permanently  raise  productivity 
growth,  but  rather  generate  onetime  increases  in  the  level  of  productivity.  True, 
these  increases  can  be  spread  over  several  if  not  many  years,  and  during  this  transi- 
tional period  productivity  growth  will  indeed  rise.  This  is  just  the  case  in  our  fore- 
cast. But  if  by  trend  productivity  one  means  the  rate  of  technical  innovation,  we  see 
little  evidence  to  suggest  that  it  has  risen  of  late. 

But  there  are  other  considerations  at  work  here,  too.  It  is  well  known  that  produc- 
tivity growth  has  a  strong  cyclical  component  which,  in  our  own  estimation,  depends 
importantly  upon  the  growth  rate  of  aggregate  demand  in  the  economy.  Above-trend 
growth  in  GDP  tends  to  be  associated  with  cyclically  high  productivity  growth  and 
vice-versa.  Since  the  economy  has  been  growing  at  a  rate  approaching  4  percent  for 
the  better  part  of  2V2  years,  and  we  put  the  trend  growth  of  GDP  at  about  2.3  per- 
cent, much  of  the  recent  strength  in  productivity  growth  surely  is  cyclical  in  its  na- 
ture. 

Finfdly,  there  is  an  important  question  of  measurement.  Data  on  output  per  hour 
is  based  on  current  measures  of  real  GDP,  which  in  turn  are  computed  by  deflating 
nominal  GDP  by  price  indices  that  value  goods  and  services  in  1987  prices.  If  rel- 
ative prices  have  not  varied  much  since  the  base  year,  this  procedure  is  not  unduly 
problematic.  Unfortunately,  the  relative  prices  of  capital  goods  in  general,  and  the 
prices  of  computers  in  particular,  have  tallen  sharply  since  1987.  The  result  is  to 
impart  an  upward  bias  to  the  ofBcial  measure  of  real  output — and  hence  productiv- 
ity— that  grows  larger  as  we  become  further  removed  from  the  year  1987. 

One  way  to  gauge  the  extent  of  this  bias  is  to  recompute  real  output  using  an 
alternative  measure  of  prices  in  which  the  base  year  is  continually  advanced.  When 
GDP  is  recomputed  by  deflating  nominal  spending  by  such  a  chain-type  price  index, 
the  results  are  startling  (see  Figures  3  and  4).  Close  after  1987,  there  is  little  dif- 
ference between  the  growth  rates  in  the  two  measures.  After  1992,  however,  the  offi- 
cial measure  is  growing  faster  than  the  recomputed  one  by  a  margin  that  averages 
about  0.5  percentage  point  per  year  and  in  1993  reached  nearly  0.75  percentage 
point.  Clearly  the  current  method  of  measurement  paints  an  artificially  optimistic 
picture  of  recent  growth  in  output  and  productivity.  Most  of  the  problem  stems  from 
the  rapid  decline  in  computer  prices.  It  is  the  reason  that  in  our  own  econometric 
work  we  endeavor  to  handle  investment  in  computers  on  different  terms  than  we 
handle  other  sources  of  productivity  growth. 

Currently  the  Bureau  of  Economic  Analysis  has  scheduled  for  December  a  major 
revision  in  the  National  Income  and  Product  Accounts.  Apparently  BEA  is  consider- 
ing a  switch  to  some  form  of  chain-price  index  for  purposes  of  deflating  GDP.  At 
the  very  least  the  National  Accounts  will  be  rebased  to  1992  prices.  In  either  case, 
the  effect  will  be  to  reduce  estimates  of  recent  growth  in  real  GDP  and  productivity 
and  increase  estimates  of  real  growth  in  the  more  distant  past.  We  expect  that  this 
revision  will  wash  away  much  of  the  argument  that  trend  groAvth  in  productivity 
recently  has  risen. 

The  fact  that  trend  productivity  growth  probably  has  not  risen  of  late  makes  it 
all  the  more  imperative  that  we  adopt  fiscal  policies  that  promote  national  saving 
and  investment.  Of  all  the  ways  to  do  so,  the  one  with  highest  probability  of  success 
is  to  directly  raise  the  national  saving  rate  by  working  to  cut  the  Federal  deficit. 
It  is  to  this  topic,  and  its  effect  on  productivity  trends,  that  I  now  turn  my  attention. 

THE  BASELINE  DEFICIT 

Obviously,  the  costs  and  benefits  of  balancing  the  Federal  budget  depend  on  the 
magnitude  of  the  deficit  to  be  eliminated.  The  larger  this  baseline  deficit,  the  harder 
the  task  but  the  greater  the  potential  economic  rewards. 

In  practice,  the  baseline  deficit  usually  is  defined  as  the  deficit  projected  to  obtain 
under  the  current  tax  code  assuming  that  entitlement  programs  are  left  on  "auto- 
matic pilot"  and  with  discretionary  spending  subject  to  the  sorts  of  caps  first  defined 
in  the  Balanced  Budget  Act  of  1990  and  then  extended  in  the  Omnibus  Budget  Rec- 
onciliation Act  of  1993.  When  so  defined,  the  baseline  deficit  is  a  measure  of  what 
the  deficit  would  be  if  no  legislative  actions  are  taken  to  reduce  it. 
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Projections  of  the  deficit  are  prepared  regularly  under  these  guidelines  by  both 
the  Administration  and  by  the  (JongressionaJ  Budget  Office  [CBO].  Usually,  the  dif- 
ferences between  these  projections  are  modest.  Currently,  however,  the  mfferences 
are  larger  than  usual,  particxilarly  after  the  txim  of  the  century,  making  the  choice 
of  a  baseline  more  problematic  than  usual. 

In  particular,  the  administration's  projections  are  more  optimistic  than  CBO's  by 
amounts  that  approach  $100  billion  annually  by  fiscal  year  2005.  These  differences 
are  attributable  to:  (1)  The  administration's  assumption  that  growth  in  the 
Consvuner  Price  Index  slows  after  1998  relative  to  growth  in  the  GDP  deflator, 
thereby  limiting  cost-of-living  adjustments  to  Federal  transfers  and  retirement  bene- 
fits while  also  reducing  the  effective  indexation  of  personal  taxes  against  inflation; 
(2)  the  administration's  relatively  optimistic  projections  of  the  costs  of  medical 
transfers;  and  (3)  the  administration's  economic  assumptions,  which  are  slightly 
more  optimistic  than  CBO's. 

There  is  a  legitimate  debate  over  which  projections  constitute  a  more  realistic 
baseline.  For  now,  we  have  avoided  that  debate  and  chosen  CBO's  projections  as  the 
starting  point  of  our  analysis  on  the  grounds  that  they  are  more  likely  than  the  ad- 
ministration's to  be  politically  noncontroversial.  CBOs  figures  are  reported  in  Fig- 
ure 7,  along  with  a  hypothetical  glidepath  to  a  balanced  budget  by  2002.  The  annual 
deficit  to  be  eliminated  by  then  is,  according  to  CBO,  about  $320  billion.  Cumula- 
tively, we  estimate  that  the  deficit  reduction  that  must  be  accomplished  by  then 
sums  to  about  $1  trillion. 

FISCAL  DIVTOENDS  MAKE  THE  JOB  EASIER 

Fortunately,  it  is  not  necessary  to  cut  programmatic  spending  by  $1  trillion  cumu- 
latively in  order  to  balance  the  budget  by  2002.  As  the  deficit  shrinks,  both  the 
stock  of  debt  and  the  rate  of  interest  fall  relative  to  the  baseline.  Consequently,  in- 
terest payments  on  the  national  debt  decline,  ultimately  by  substantial  amounts.  To 
the  extent  that  interest  savings  are  realized,  cuts  in  programmatic  spending  can  be 
avoided.  Furthermore,  because  lower  interest  rates  stimulate  capital  formation  and 
ttiereby  raise  the  Nation's  productive  capacity,  there  are  dynamic  revenue  gains 
generated  as  the  deficit  shrinks.  These,  too,  reduce  the  extent  of  cuts  in  pro- 
grammatic spending  required  to  balance  the  budget. 

The  importance  of  interest  savings  and  djmamic  revenue  gains  depends  on  many 
considerations,  including  properties  of  the  model  used  in  the  analysis,  the  response 
of  the  Federal  Reserve,  and  the  particular  nature  of  the  fiscal  restraint  assumed. 
In  our  work,  the  following  rule  of  thumb  is  usually  close  to  the  mark  over  a  decade- 
long  period  and  assuming  that  deficit  reduction  is  achieved  entirely  through  spend- 
ing restraint.  Cumulative  cuts  in  programmatic  spending  required  to  balance  the 
budget  bv  2002  need  only  be  65  percent  of  the  total  cvunulative  reduction  in  the  defi- 
cit actually  achieved;  interest  savings  can  be  counted  on  to  make  up  another  27  per- 
cent, while  djmamic  revenue  gains  will  account  for  the  remaining  8  percent.  For  ex- 
ample, to  accomplish  $1  trillion  of  cimiulative  reductions  in  the  deficit  by  fiscal  year 
2002,  we  estimate  that  programmatic  spending  will  have  to  be  cut  cumulatively  by 
$658  billion,  that  interest  savings  will  accumulate  to  $274  billion,  and  that  dynamic 
revenue  gains  will  make  up  me  remaining  $76  billion.  The  annual  figures  are 
shown  in  Figure  8.  We  estimate  that  if  the  deficit  is  eliminated  by  2002,  in  that 
year  programmatic  spending  will  be  lower  by  $188  billion,  interest  will  be  lower  by 
$87  billion,  and  tax  receipts  will  be  higher  by  $13  billion.  One  reason  that  dynamic 
revenue  gains  are  not  larger  is  that  as  Federal  interest  payments  decline,  so  also 
does  personal  taxable  income. 
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TRANSITIONAL  DEMAND  EFFECTS 

Notwithstanding  these  fiscal  dividends,  balancing  the  budget  by  2002  reauires 
substantial  cuts  in  Federal  spending  relative  to  the  baseline.  These  cuts  are  likely 
to  impart  to  the  macroeconomy  a  contractionary  impetus  that,  if  not  offset  by  stimu- 
lative monetary  policy  or  countered  by  a  favorable  anticipatory  reaction  in  tiie  bond 
market  may,  for  an  intermediate  period  of  time,  slow  economic  growth  and  raise  the 
Nation's  unemployment  rate.  If  this  Keynesian  contraction  is  severe  enough  that  it 
cannot  be  countered  either  in  whole  or  in  part  by  monetary  policy,  there  would  arise 
the  legitimate  question  of  whether  the  long-term  advantages  of  balancing  the  budget 
warrant  the  associated  near-term  loss  of  output. 

To  assess  degree  of  contractionary  pressures  inherent  in  balancing  the  budget  we 
introduced  into  the  Washington  University  macro  model  a  degree  of  spending  re- 
straint that,  if  accompanied  by  accommodative  monetary  policy,  would  eliminate  the 
deficit  by  fiscal  year  2002.  In  this  simulation,  however,  we  assumed  that  the  Federal 
Reserve,  rather  than  attempting  to  prevent  the  unemployment  rate  from  rising, 
maintains  the  money  supply  along  its  baseline  path.  The  results  of  this  experiment 
on  output  and  unemployment  are  depicted  in  Figure  9  and  Table  A-1. 

The  unemployment  rate  rises  steadily  until  by  2002  it  stands  about  IV4  percent- 
age points  higher  than  in  the  baseline.  Unemployment  is  under  steady  upward  pres- 
sure during  the  decade  because  to  reduce  the  baseline  deficit,  which  grows  every 
year,  spending  must  be  cut  progressively  year  after  year,  never  affording  the  econ- 
omy an  opportunity  to  commence  the  adjustment  back  toward  a  high  level  of  em- 
plojrment.  Real  gross  domestic  product  [GDP]  falls  by  an  amount  that  reaches  IVi 
percent  by  the  end  of  the  decaoe.  Then,  however,  GDP  starts  rebounding  as  the  ef- 
fects of  deficit  reduction  on  interest  rates  and  capital  formation  begin  to  raise  work- 
ers' productivity  sufficiently  that,  despite  a  lower  level  of  employment,  total  output 
can  rise.  The  cumulative  loss  in  real  GDP  through  the  year  2003  is  $404  billion; 
the  cumulative  loss  in  hours  worked  is  20.5  billion. 


14 


o 

ZD 
Q 
LU 
CC 

H 

O 

Li. 
LU 
O 

LJ- 
O 

O) 

H 
O 
LU 


LU 
LU 


< 

o 
o 

o 

J^  O 
lij  < 

oc  > 


"■  g:  - 


H  2 


-^ 

1 

'■ 

1 

1 

1 

"1 

.1 

1 

.1 

1 

-N       r-- 

■  PRIVATE  CONSUMPTIC 
1      1  NONRES.  FIXED  INVES 
■i  PVT.  «  PUB.  CONSUMP 

la 


15 

CAN  WE  RELY  ON  A  BOND  MARKET  EFFECT? 

Fiscal  restraint  leads  to  lower  short-term  interest  rates  in  the  future.  If  this  effect 
is  correctly  anticipated  in  financial  markets  then,  through  usual  term-structure  ar- 
guments, the  long-term  rate  of  interest  might  fall  much  sooner  and  by  a  substantial 
amount,  stimulating  interest  sensitive  sectors  of  the  economy — housing  and  autos, 
business  fixed  investment,  even  net  exports  via  the  exchange  rate — and  thereby  off- 
setting part,  perhaps  even  all,  of  the  near-term  contractionary  effects  otherwise  as- 
sociated with  eliminating  the  deficit.  Were  this  to  happen,  obviously  the  Fed's  job 
would  become  easier  as  well. 

While  the  argument  is  a  sound  one  analytically,  it  does  depend  crucially  on  one 
important  assumption:  that  participants  in  financial  markets  actually  believe  deficit 
reduction  will  be  achieved.  If  the  announced  intent  to  balance  the  budget  is  not 
viewed  as  credible,  the  bond  market  will  act  unimpressed.  I  think  experience  sug- 
gests that  financial  markets  eye  with  considerable  suspicion  government's  promises 
to  reduce  fiiture  deficits.  Take,  for  example,  the  case  of  the  Omnibus  Budget  Rec- 
onciliation Act  of  1993,  which  the  administration's  economists  claim  helped  reduce 
long-term  rate  interest  rates  during  the  course  of  1993,  perhaps  by  as  much  a  IV* 
percentage  points. 

However,  in  May  of  that  year  as  the  President's  budget  was  taking  shape,  the  Na- 
tional Association  of  Business  Economists,  in  its  quarterly  survey  on  the  macro- 
economy,  asked  its  regular  panelists  the  following  question:  The  administration 
projects  that  its  proposals  will  reduce  the  deficit  cumulatively  by  about  $300  billion 
over  the  next  5  fiscal  years.  What  change  in  the  deficit  do  you  anticipate  actually 
will  result  over  this  period  from  the  administration's  effort.  The  mean  response  was 
$60  billion,  for  a  credibility  factor  of  about  only  20  percent.  The  panelists  were  also 
asked:  how  much,  if  at  all,  has  the  prospect  of  President  Clinton's  deficit  reduction 
plan  changed  the  current  long-term  bond  yield  relative  to  what  you  might  have  oth- 
erwise expected?  The  mean  response  was  about  33  basis  points.  These  effects  are 
modest,  and  stem  fi'om  a  plan  that  was  considerably  more  specific  than,  say,  the 
current  text  of  the  Balanced  Budget  Amendment  to  ihe  Constitution.  Now  perhaps 
Republicans  are  more  credible  than  Democrats  as  deficit  cutters,  or  perhaps  this 
time  would  be  somehow  different.  I  don't  know.  What  I  think  the  lesson  here  is  that 
prudent  policymakers  should  not  count  on  a  big  bond  market  effect  to  eliminate  the 
near-term  marcoeconomic  pain  of  balancing  the  budget.  The  onus  of  that  task  will, 
in  all  likelihood,  fall  squarely  on  the  Federal  Reserve  which,  I  will  argue  shortly, 
probably  can  get  the  job  done. 

Nevertheless,  to  see  what  a  modest  bond  market  effect  might  accomplish,  we 
reran  the  simulation  described  above  but  forced  the  long-term  bond  rate  to  decline 
50  basis  points  at  the  beginning  of  fiscal  year  1996,  just  as  the  assumed  spending 
restraint  begins  (see  Table  A-2).  The  effect  was  to  delay  until  1999  any  rise  in  un- 
emplojrment.  But  thereafter,  both  because  the  effect  oi  the  bond  market  effect  on 
interest  sensitive  spending  is  largely  dissipated  by  then  and  because  fiscal  restraint 
is  still  being  applied,  the  unemployment  rate  does  begin  to  rise,  ultimately  climbing 
over  a  full  percentage  point  above  its  baseline  value. 

Perhaps  the  conclusion  to  draw  from  this  ejcperiment  is  that  while  the  bond  mar- 
ket effect  may  not  eliminate  a  rise  in  unemployment,  to  the  extent  that  a  modest 
rally  in  financial  markets  can  delay  that  rise,  tne  Federal  Reserve  is  given  time  to 
affect  a  more  stimvdative  policy  designed  to  counter  the  contractionary  effects  of  the 
fiscal  restraint  that  are  lilcely  to  arise  as  the  decade  progresses.  This  respite  could 
prove  important  given,  that  monetary  policy  works  witn  a  lag. 

HOW  LARGE  A  FEDERAL  RESERVE  OFFSET  IS  NECESSARY? 

In  any  event,  the  contractionary  macroeconomic  effects  are  not  so  large  that  they 
cannot  be  offset  by  more  stimulative  monetary  policy  even  without  the  benefits  of 
a  bond  market  effect.  To  convince  ourselves  of  tnis,  we  engineered  a  simulation  in 
which  enough  additional  monetery  stimulus  was  introduced  into  the  model  to  keep 
the  unemplojonent  rate  and  the  price  level  roughly  along  their  baseline  paths  even 
as  the  deficit  was  eliminated.  This  switeh  towara  monetary  accommodation  began 
contemporaneously  with  the  introduction  of  fiscal  restraint.  Because  that  restraint 
is  relatively  modest  at  first,  it  is  possible  in  the  Washington  University  macro  model 
to  push  rates  down  far  enough  tast  enough  to  prevent  any  rise  in  unemployment, 
ana  the  declines  in  interest  rates  (see  Figure  10)  required  to  do  so  are  not  outsized 
in  a  historical  context. 

For  example,  in  1996 — ^the  first  full  year  of  the  program,  the  Federal  funds  rate 
must  fall  about  90  basis  points;  by  2002,  about  2  full  percentage  points.  This  is  less 
tJian  tiie  funds  rate  went  up  in  1994  alone.  The  long-term  bond  rate  ultimately  falls 
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by  about  150  basis  points.  Eventually,  the  declines  in  short-  and  long-term  interest 
rates  would  be  approximately  equal. 

LONGER-RUN  EFFECTS  ON  OUTPUT  AND  PRODUCTIYITY 

Balancing  the  budget  with  spending  restraint  benefits  the  macroeconomy  in  two 
ways.  First,  by  lowering  interest  rates  it  encourages  investment  spending  in  the  pri- 
vate sector.  Tlie  resulting  increase  in  the  capital  stock  raises  workers  wages  and 
productivity,  thereby  expanding  the  economy  s  productive  capacity.  In  addition,  to 
the  extent  that  labor  supply  depends  positively  upon  wage  rates,  rising  wages  will 
induce  an  increase  in  the  size  of  the  labor  force  and  hence.  Our  work  suggests  that 
roughly  90  percent  of  the  benefits  of  reducing  the  deficit  take  the  form  of  higher 
productivity,  and  about  10  percent  are  in  the  form  of  a  higher  labor  force. 

Figvires  10  through  12  along  with  Table  A-3  show  the  effects  on  a  variety  of  mac- 
roeconomic  variables  of  balancing  the  budget  by  fiscal  year  2002  when  monetary 
policy  is  used  to  offset  any  near-term  contractionary  effects  on  aggregate  demand.. 
The  simulation  actually  extends  an  extra  year,  through  2003.  By  then,  the  level  of 
real  GDP  is  higher  by  1.4  percent.  The  gain  is  larcer  in  the  private  nonfarm  busi- 
ness sector,  where  real  output  is  up  1.7  percent.  The  stock  oi  business  capital  has 
risen  by  about  3.5  percent,  and  nonfarm  business  productivity  by  1.4  percent.  There 
has  also  been  a  slight  increase  in  the  labor  force.  The  full  acyustment  of  the  capital 
stock,  productivity  and  output  is  only  about  two-thirds  complete. 

In  tneory,  balancing  the  budget  does  not  permanentlv  raise  economic  growth. 
Rather,  it  generates  a  one-time  increase  in  the  level  of  GDP  that  occurs  gradually 
over  a  period  of  perhaps  several  decades.  Our  analysis  suggests  that  during  this 
transitional  perioa,  one  might  expect  the  underlying  growth  rate  of  the  economy  to 
be  higher  each  year  by  roughly  0.2  percentage  points;  that  is,  instead  of  growing 
at  an  annusJ  rate  of,  say,  2.3  percent,  we  mignt  instead  expect  growth  of  about  2.5 
percent. 

ARE  WE  BETTER  OFF? 

One  interesting  aspect  of  these  simulations,  and  others  done  with  models  of  the 
same  genre  as  the  Washington  University  macro  model,  is  that  even  a  full  decade 
into  the  policy  the  economy  is  still  in  the  investment  phase  of  the  plan.  Indeed, 
while  GDP  is  1.4  percent  higher  8  years  later,  those  gains  are  concentrated  in 
nonresidential  fixea  investment,  which  is  up  7.8  percent,  and  residential  invest- 
ment, which  is  up  2.1  percent.  Personal  consumption  expenditures  actually  are 
down  by  0.6  percent,  ana  total  consumption,  measured  as  the  sum  of  personal  con- 
sumption expenditures  and  government  purchases  of  goods  and  services,  is  down  by 
more  tiian  2  percent.  Real  personal  disposable  income  is  off  by  3  percent,  both  be- 
cause interest  income  has  fallen  and  because  of  assumed  cuts  in  Federal  transfers 
to  persons. 

Therefore,  by  conventional  macroeconomic  measures  of  living  standards,  we  are 
not  as  a  society  better  off  in  the  eighth  year  of  this  policy.  There  is  an  economic 
logic  to  this,  since  to  have  more  consumption  in  the  future  we  must  necessarily  re- 
linguish  some  consumption  in  the  present.  However,  if  the  payoff  to  balancing  the 
buaget  is  far  in  the  future,  and  if  one  judges  the  efficacy  of  the  policy  by  the  present 
discounted  value  of,  say,  the  sum  of  private  and  puolic  consumption,  there  does 
arise  a  legitimate  question  as  to  whether  we  are  indeed  better  on  pursuing  a  bal- 
anced buaget  than  living  with  a  deficit  that  is  a  manageable,  shrinking  share  of  our 
national  income. 

Indeed  there  are  other  reasons  to  believe  that  the  output  of  econometric  models 
such  as  ours  overstate  the  ultimate  advantages  of  balancing  the  budget.  We  have 
said  nothing  about  the  distributional  consequences  of  the  policy.  To  the  extent  that 
spending  restraint  falls  on  programs  designed  to  support  the  incomes  of  those  at  the 
bottom  end  of  the  income  distribution,  there  are  bound  to  be  winners  and  losers  not 
just  in  relative  terms  but  absolutely  as  well.  If  spending  is  not  cut  wisely,  we  may 
undermine  Federal  programs  in  health,  education,  traimng,  and  infi-astructure  that 
might  have  a  rate  of  return  comparable  or  even  better  than  that  earned  in  the  pri- 
vate sector.  Nor  does  a  model  like  ours  account  for  possible  externalities  that  might 
arise  if,  say,  spending  cuts  result  in  a  dirtier  or  less  safe  environment.  Ultimately, 
the  decision  as  to  whether  balancing  the  budget  is  good  national  policy  is  as  much 
a  political  question  as  it  is  an  economic  one. 

WHAT  ABOUT  STABILITY? 

A  fii^uently  voiced  concern  about  a  rigidly  enforced  Balanced  Budget  Amendment 
is  that,  because  it  would  force  Congress  to  raise  taxes  and/or  cut  spending  to  pre- 
vent the  deficit  from  ballooning  during  a  recession.  The  undermining  of  the  econo- 
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mys  automatic  stabilizers  would,  it  is  argued,  exacerbate  the  business  cycle  and  b^ 
forcing  the  burden  of  stabilization  policy  on  to  the  Federal  Reserve  engender  addi- 
tional volatility  in  interest  rates. 

Experiments  we  have  run  with  the  Washington  University  macro  model  suggest 
this  in  fact  is  the  case.  In  a  t3rpical  simulation,  for  example,  it  was  found  that  bal- 
ancing the  budget  in  the  face  of  a  recessionary  shock  might  increase  a  typical  cycli- 
cal decline  in  output  from  the  usual  2.3  percent  to  something  approaching  4  percent, 
and  add  an  addition  IV*  percentage  points  to  the  peak  rise  in  the  unemplojmient 
rate.  Given  the  lags  in  monetary  policy,  it  is  open  to  question  whether  the  Federal 
Reserve  could  in  fact  offset  tJiis  extra  volatility  in  the  real  economy  which,  after  all, 
would  result  from  fiscal  actions  taken  on  relatively  short  notice.  Were  the  Fed  to 
try,  it  certainly  would  lead  to  bigger  swings  in  interest  rates. 

APPENDIX 

The  tables  in  this  appendix  report  the  effects  of  deficit  reduction  on  the  economy 
under  three  different  monetary  assumptions. 

(1)  Table  A-1  reports  the  case  of  a  non-accommodated  reduction  in  the  deficit.  In 
this  experiment,  tne  Federal  Reserve  is  assumed  to  maintain  the  monev  supply 
along  ite  baseline  path  as  the  deficit  is  reduced.  While  interest  rates  do  fall,  the  de- 
cline is  not  enougn  to  prevent  powerful  and  long-lasting  contractionary  effects  on 
aggregate  demand, 

(2)  Table  A-2  combines  the  first  experiment  with  a  50-basis-point  decline  in  the 
long-term  bond  rate  in  fiscal  1996,  just  as  the  restraint  in  Federal  spending  com- 
mences but  well  before  a  balanced  budget  actually  is  achieved. 

(3)  Table  A-3  reports  the  effects  of  a  fully  accommodated  elimination  of  the  Fed- 
eral deficit  by  fiscal  year  2002.  In  this  case,  the  Federal  Reserve  adopts  a  monetary 
policy  stimulative  enough  to  offset  the  near-term  contractionary  effect  on  the  econ- 
omy (see  Table  A-1)  tiiat  otherwise  would  be  associated  with  the  fiscal  restraint. 
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Chairman  Kasich.  Thank  you,  Doctor,  very,  very  useful  testi- 
mony. Dr.  Roach. 

STATEMENT  OF  STEPHEN  S.  ROACH 

Mr.  Roach.  Thank  you,  Mr.  Chairman. 

I  will  not  go  through  the  rather  detailed  testimony  that  I've  sub- 
mitted for  the  record,  but  I  would  just  like  to  take  this  opportunity 
to  summarize  my  findings  on  productivity  and  then  attempt  to  set 
them  in  the  context  of  what  I  believe  are  some  very  important  de- 
velopments that  are  currently  at  work  in  the  financial  markets. 

Overall,  I  offer  you  a  very  positive  story  about  what  I  believe  is 
a  significant  improvement  in  U.S.  productivity.  I  believe  it's  more 
than  just  a  statistical  artifact.  I  do  concede  that  productivity  meas- 
urement, in  many  respects,  is  more  of  an  art  than  a  science.  But 
there  is  so  much  in  the  way  of  corroborating  evidence  from  various 
other  aspects  of  economic  activity  that  I  think  it's  really  difficult 
to  deny  the  fact  that  there  has,  in  fact,  been  a  meaningful  change 
on  the  productivity  front. 

I'll  just  cite  some  of  these  to  you.  The  restructuring  of  our  manu- 
facturing industries  has  now  spread  into  our  enormous  service  sec- 
tor. It  started  with  pressures  of  cross-border  trade  in  manufactur- 
ing in  the  1980's  and  now,  courtesy  of  deregulation  of  our  enormous 
service  industries,  this  same  phenomena  is  spreading  like  wildfire 
into  the  service  sector. 

Secondly,  there  are  increasing  examples  of  where  businesses  and 
workers  are  finally,  and  I  stress  the  word  finally,  getting  long- 
awaited  improvements  from  levering  their  productive  endeavors 
through  information  technology.  There's  a  lot  of  reengineering 
going  on  of  our  basic  processes  in  both  manufacturing  and  services. 
And  there's  a  significant  shift  to  outsourcing. 

There's  a  lot  of  layoffs  and  other  types  of  pressures  bearing  down 
importantly  on  our  white-collar  workers  in  the  low  productivity 
service  sector.  And  perhaps  most  significantly  of  all,  there  is  really 
a  meaningful  improvement  underway  right  now  in  the  underlying 
inflation  rate  in  the  service  sector.  This  has  long  been  the  high  in- 
flation segment  of  the  U.S.  economy  and  I  dare  say  this  would  not 
have  occurred  had  it  not  been  for  meaningful  breakthroughs  in 
service-sector  productivity. 

The  result  that  we  have  estimated,  and  this  is  actually  consistent 
with  the  comments  just  offered  by  Larry  Meyer,  is  that  trend  pro- 
ductivity in  the  1990's  is  currently  moving  into  about  the  1.5  per- 
cent zone.  That  may  not  sound  like  a  lot,  but  it  does  represent  a 
significant  acceleration  from  the  1-percent  average  gains  that  we 
saw  in  the  1970's  and  the  1980's. 

Needless  to  say,  if  we  can  stay  this  course  of  boosting  our  trend 
productivity  by  half  a  point,  it  has  very  significant  implications  for 
the  long-term  performance  of  the  U.S.  economy.  I  will  just  draw 
five  of  these  implications  to  your  attention. 

One,  it  has  the  possibility  of  raising  our  long-term  noninflation- 
ary  growth  rate  into  the  2.75  percent  zone.  Over  the  course  of  a 
decade,  if  we  realized  that  increment,  that  would  be  the  equivalent 
of  about  $300  billion  of  additional  real  GDP,  sufficient  in  and  of  it- 
self to  compensate  for  three  garden  variety  recessions. 
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Secondly,  if  we're  right  on  productivity,  it  would  allow  the  Fed- 
eral Reserve  to  tolerate  a  somewhat  faster  cruising  speed  without 
jeopardizing  its  anti-inflationary  objectives. 

Thirdly,  the  productivity  dividends  certainly  would  translate  into 
a  real  plus  for  assessing  the  tax  revenue  generating  potential  of  the 
U.S.  economy.  And  obviously,  that's  a  key  consideration  for  this 
committee  as  you  contemplate  your  revenue  projections  through 
the  year  2002. 

Fourthly,  the  productivity  story,  I  believe,  suggests  that  we  will 
be  able  to  sustain  the  current  economic  expansion  for  several  more 
years  without  entering  a  recession.  That's  a  plus  for  the  Nation  as 
a  whole,  obviously,  but  also  I  think  a  significant  shift  in  the  under- 
lying assumptions  that  should  be  embodied  in  your  longer-term 
revenue  projections. 

And  fifth,  and  most  importantly,  I  think  productivity  in  the 
1990's,  if  it  does  improve,  offers  the  American  worker  the  long- 
awaited  opportunity  for  improvement  for  his  or  her  standard  of  liv- 
ing. I  think  the  benefits  of  that  development  are  well  in  excess  of 
anything  that  you  and  the  Congress  can  do,  in  terms  of  tax  policy. 

So  I  urge  you  really  to  give  very  careful  consideration  to  the  pro- 
ductivity debate  as  it  fits  into  your  discussions  on  framing  meas- 
ures of  deficit  reduction  over  the  next  7  years. 

Now  having  said  all  of  this,  and  I  feel  very  strongly  about  this, 
I  still  want  to  sound  a  note  of  caution  to  you  this  morning.  Despite 
what  I  believe  are  very  positive  fundamentals  in  the  U.S.  economy, 
perhaps  the  most  positive  fundamentals  that  we  have  seen  in  over 
a  decade,  the  financial  markets  right  now  are  sending  you  a  mes- 
sage of  heightened  concern. 

As  we  speak,  the  U.S.  dollar,  which  is  the  backbone  of  the  inter- 
national financial  system,  is  under  significant  and  unrelenting  at- 
tack in  foreign  exchange  markets.  And  as  a  result,  downward  pres- 
sure is  building  in  our  government  bond  market,  and  there's  a 
growing  risk  that  these  dislocations  could  spill  over  into  our  stock 
market. 

In  a  currency  crisis,  and  in  this  case  of  course  it's  a  dollar  crisis, 
the  message  I'm  afraid  is  an  all  too  familiar  one.  And  that  is  the 
financial  markets  are  increasingly  concerned  about  the  direction  of 
U.S.  public  policy.  How  can  this  be?  Why  is  this  happening  right 
now?  The  answer,  of  course,  is  not  straightforward.  It's  complex. 
But  in  my  opinion,  it  stari;s  first  and  foremost  with  the  Mexico  cri- 
sis. And  rightly  or  wrongly,  the  United  States  is  being  perceived  in 
the  marketplace  as  Mexico's  lender  of  last  resort. 

Argentina  is  under  attack,  as  you  know.  There  are  rumors  of 
other  countries  in  the  region  also  beginning  to  feel  stresses  and 
strains.  And  so  there  is  a  growing  perception  in  the  financial  mar- 
kets that  the  United  States,  the  world's  largest  debtor  nation,  may 
be  taking  on  an  open-ended  commitment  in  its  efforts  to  bail  out 
Latin  America.  Against  this  backdrop,  the  German  Deutschmark  is 
very  strong. 

Aiid  so  it  all  comes  down  to  the  view  being  expressed  in  our  for- 
eign exchange  markets,  that  there  is  a  growing  lack  of  discipline 
with  respect  to  both  monetary  and  fiscal  policy.  In  terms  of  mone- 
tary policy,  the  concern  is  the  Fed  is  now  talking  a  little  bit  too 
easy.  I'm  not  suggesting  the  Fed  go  out  and  tighten  monetary  pol- 
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icy  because  the  dollar  is  weak,  but  the  Fed  has  given  the  impres- 
sion of  being  very  passive  on  monetary  policy  in  the  last  couple  of 
weeks  and  it  might  want  to  consider  the  tone  it  is  imparting  to  the 
financial  marketplace. 

As  far  as  the  message  being  sent  to  the  Congress,  I  believe — 
while  Mr.  Chairman,  I  draw  heart  from  your  remarks  in  your  open- 
ing comments — that  you  must  be  very  aggressive  in  framing  meas- 
ures of  deficit  reduction.  Nevertheless  there  is  a  growing  concern 
that  fiscal  discipline  could  break  down  in  the  aftermath  of  last 
week's  defeat  of  the  balanced  budget  amendment. 

Currently  a  $200  billion  tax  cut  is  working  its  way  through  the 
House  Ways  and  Means  Committee  and  appears  likely,  at  this 
juncture,  to  be  approved  by  the  full  House  as  part  of  the  Contract 
With  America.  And  the  markets  are  questioning  the  wisdom  of  this 
prescription  for  two  reasons.  One,  the  economy  is  doing  fine  and 
the  strategy  of  tax  cuts  in  good  times  is  very  dubious.  But  secondly, 
and  perhaps  most  importantly,  how  are  you  going  to  pay  for  it? 
There  has  been  a  lot  of  specificity  on  the  various  tax  proposals  but 
there  has  been  virtually  no  specificity  on  the  program-by-program 
reductions  that  are  required  to  fund  this  tax  cut. 

And  moreover,  I  think  there's  a  growing  sense  in  the  financial 
markets  that  Congress  may  rely  on  the  statistical  hocus-pocus  of 
a  CPI  revision  as  a  means  to  finance  deficit  reduction.  The  markets 
really  want  to  see  more  meaningful  and  specific  spending  reduc- 
tions to  accompany  the  progress  of  this  tax  bill  as  it  works  its  way 
through  the  House  of  Representatives. 

So  all  in  all,  I  put  to  you  this  morning  a  rather  striking  paradox. 
I  am  very  encouraged,  I  am  very  excited  about  the  improved  fun- 
damentals of  a  productivity-led  recovery  in  the  U.S.  economy.  It's 
really  all  you  and  the  Congress  could  have  ever  asked  for  from  the 
U.S.  economy.  At  the  same  time,  I  do  worry  that  public  policy  may 
be  lacking  the  discipline  that  we  need  to  stay  this  course  and  I 
truly  urge  you  not  to  squander  the  unique  opportunity  of  our  long- 
awaited  improvement  in  U.S.  productivity. 

Thank  you  for  your  time. 

[The  prepared  statement  of  Stephen  Roach  follows:] 

Prepared  Statement  of  Stephen  S.  Roach,  Ph.D.,  Chief  Econonust,  Morgan 

Stanley  &  Co. 

Mr.  Chairman  and  members  of  the  committee,  there  can  be  no  mistaking  the  ur- 
gent need  to  restore  ^scipline  to  Federal  fiscal  policy.  The  very  fabric  of  the  Amer- 
ican dream  is  at  risk.  But  you  must  take  a  careful  look  before  you  leap.  And  in 
doing  so,  it  is  essential  to  appreciate  a  dramatic  transformation  that  is  now  under 
way  in  the  U.S.  economy,  a  cnange  that  could  well  have  a  lasting  and  critical  impact 
on  the  strategies  of  public  policy. 

This  drama  is  occurring  on  the  productivity  front — the  sustenance  of  any  nation's 
ability  to  improve  its  longer-term  growth  potential.  After  two  decades  of  decidedly 
subpar  growth  in  output-per-hour,  long  awaited  signs  of  revival  are  now  evident.  In- 
deed, halfway  through  the  1990's,  productivity  gains  have  averaged  2  percent  per 
year,  double  the  anemic  1  percent  pace  that  prevailed  over  the  1970's  and  1980's 
(see  Figure  1).  The  current  economic  expansion,  unlike  any  of  its  predecessors  in 
the  post-World  War  II  era,  has  been  shaped  to  a  far  greater  degree  oy  the  impetus 
of  productivity  ehhancement. 

Cutting  through  the  noise  of  the  business  cycle,  our  estimates  suggest  that  Amer- 
ica may  have  raised  its  longer-term  productivity  trend  by  0.5  percent  per  year. 
While  that  may  not  sound  like  much,  it  represents  a  50-percent  increase  from  the 
decidedly  subpar  trend  of  the  preceding  two  decades.  Over  the  span  of  10  years, 
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such  a  boost  in  the  Nation's  growth  potential  cumulates  to  about  $300  billion — suffi- 
cient to  compensate  for  the  equivalent  of  about  three  garden-variety  recessions. 

If  the  productivity  dividend  of  the  1990*8  is  maintained,  the  implications  for  public 
policy  could  be  quite  profound.  The  Federal  Reserve  would  be  able  to  tolerate  a 
somewhat  faster  growtn  rate  in  real  GDP  without  jeopardizing  its  anti-inflationary 
objectives.  And  you  in  the  Congress  could  count  on  an  increase  in  the  government's 
revenue-generating  potential  that  would  partially  mute  the  budgets  seemingly 
chronic  bias  toward  deficit. 

But  there's  more  to  a  productivity  bonanza  than  just  greater  breathing  room  for 
policymakers.  Indeed,  productivity  enhancement  is  also  the  principal  means  by 
which  nations  slug  it  out  in  the  rough-and-tumble  arena  of  global  competition.  Con- 
seauently,  a  U.S.  economy  that  stays  the  course  of  this  productivity-led  recovery  is 
well  positioned  to  expand  its  market  share  at  home  and  abroad.  And  therein  lies 
both  the  hope  and  the  challenge  for  the  long-awaited  improvement  in  the  American 
standard  of  living. 

Figure  1 
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Source:  Morgan  Stanley  estimates  based  on  data  from  the  U.S.  Bureau  of  Labor  Statistics 
GAUGING  THE  BREAKTHROUGH 

It's  not  easy  to  get  a  clean  read  on  the  underlying  pace  of  U.S.  labor  productivity 
growth.  The  ups  and  downs  of  the  business  cycle  are  a  particularly  important  source 
of  noise  that  can  distort  the  trend.  During  recessions,  businesses  are  reluctant  to 
slash  labor  input  by  the  full  extent  of  a  cyclical  shortfall  in  output — a  response  that 
puts  a  sharp,  temporary  damper  on  productivity.  In  the  past  five  recessions,  for  ex- 
ample, output-per-hour  in  the  nonfarm  business  sector  has  risen  by  an  average  of 
just  0.5  percent.  Similarly,  in  the  early  stages  of  a  recovery,  an  unexpected  rebound 
in  production  is  typically  spread  over  a  leaner  cost  structure — another  temporary 
outcome  that,  in  this  instance,  imparts  a  particularly  sharp  acceleration  to  output- 
per-hour.  Indeed,  productivity  has  risen  by  an  average  of  3.5  percent  in  the  first 
year  of  recovery  of  the  past  five  business  cycles. 

Moreover,  there  has  been  a  generally  predictable  variance  in  the  productivity  per- 
formance ot  different  U.S.  business  cycles:  Weak  recoveries  in  real  GDP  are  typically 
associated  with  subpar  rebounds  in  productivity,  whereas  strong  recoveries  in  the 
real  economy  are  normally  accompamed  by  sharp  improvements  in  output-per-hour. 
For  example,  in  the  long  expansion  of  the  1960's,  real  GDP  rose  at  a  5.1  percent 
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average  annual  rate  during  the  first  4  years  of  the  uptiim — marking  the  strongest 
expansion  in  post-World  War  II  experience;  over  the  same  interval,  annualized  pro- 
ductivity gains  averaged  3.4  percent — also  the  sharpest  rebound  on  record.  The  cy- 
chcal  experience  of  the  early  1970's  was  at  the  other  end  of  the  spectrum  with  gains 
in  both  real  GDP  (3.0  percent)  and  productivity  (1.4  percent)— qualifying  as  the 
weakest  performsuice  of  the  postwar  era. 

Against  this  backdrop  of  cyclical  disparities  in  productivity  results,  the  perform- 
ance in  the  subpar  recovery  of  the  1990's  looks  particularly  impressive.  As  can  be 
seen  in  Figure  2,  over  the  first  15  quarters  of  the  current  economic  expansion  (which 
runs  through  the  fourth  quarter  of  1994),  annualized  gains  in  output-per-hour  have 
averaged  2.1  percent — ^virtually  identical  to  the  2.2  percent  pace  recorded  over  the 
comparable  period  of  the  preceding  four  upturns.  While  tiiese  results  hint  at  a  re- 
bound in  productivity  that,  on  the  surface,  is  little  different  fi-om  that  experienced 
in  past  recoveries,  it  is  important  to  note  that  the  current  results  occurred  in  the 
context  of  a  decidedly  weak  recovery  in  the  GDP  (3.1  percent  in  the  cvurent  cycle 
versus  a  norm  of  4.4  percent  in  past  cycles).  Thus,  the  current  rebound  in  output- 
per-hour  is  all  the  more  impressive. 

Figure  2 
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Puttinjg  it  another  way,  productivity  gains  have  accounted  for  68  percent  of 
cumulative  rise  in  real  GDr  that  has  occurred  so  far  in  this  recovery  (2.1  perc 


the 
recovery  (.2. 1  percent 
average  productivity  growth  divided  by  3.1  percent  average  GDP  growth).  By  con- 
trast, over  the  same  interval  of  the  past  four  upturns,  gains  in  output-per-hoiir  typi- 
cally accounted  for  just  50  percent  of  the  rebound  in  real  output.  If  the  "50  percent 
contribution  rule"  of  past  cycles  had  been  in  efifect  in  the  ctirrent  upturn,  productiv- 
ity gains  would  have  avereiged  just  1.5  percent  over  the  past  15  quarters.  Thus, 
after  normalizing  for  the  impact  of  the  unusually  sluggish  recovery  in  real  GDP  over 
the  past  4  years,  productivity  has  risen  about  0.5  percentage  point  faster  than  the 

Sains  that  would  have  been  expected  had  the  relationship  between  output  and  pro- 
uctivity  held  to  the  typical  cyclical  pattern  of  the  past.  Such  an  increment  is  an 
approximation  of  what  we  believe  is  a  meaningful  and  lasting  improvement  in  trend 
productivity.  Make  no  mistake — ^America  is  currentiy  in  the  midst  of  a  unique  pro- 
ductivity-led recovery. 
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COMPETITIVE  IMPERATIVES 

There  has  long  been  a  certain  mystique  to  the  sources  of  productivity  change  in 
the  United  States.  Technological  change,  investments  in  human  capital,  demo- 
graphics, and  business  capital  spending  are  all  thought  to  play  important  roles  in 
5ie  productivity  equation.  But  there  may  be  another  dimension  to  the  story — Cor- 
porate America's  reliance  on  improvements  in  output-per-hour  as  a  strategic  re- 
sponse to  the  increasingly  intense  pressures  of  global  comi>etition.  Productivity  en- 
hancement may  well  be  key  to  competitive  survival  in  the  1990's. 

There  certainly  can  be  no  mistaking  the  sea  change  in  the  competitive  environ- 
ment that  has  occurred  over  the  past  decade.  It  all  started  with  a  massive  foreign 
trade  deficit  in  the  1980*8.  Loss  of  market  share  at  home  and  abroad  left  Smoke- 
stack America  with  Uttle  choice  but  to  come  to  grips  with  the  increasingly  chronic 
inefBciencies  of  subpar  productivity  growth;  indeed,  during  the  1978-84  interval, 
growth  output-per-hour  in  the  manufacturing  sector  slowed  to  just  a  1.1  percent  av- 
erage annual  rate — well  below  the  longer-term  trend  of  2.7  percent  that  had  pre- 
vailed since  1950.  Slowly  but  surely,  manufacturing  companies  bit  the  bullet  and 
began  responding  to  this  competitive  challenge.  And,  finally,  the  pendulum  began 
to  swing  the  other  way.  The  trade  deficit  narrowed — reflecting  not  only  the  impacts 
of  a  sharp  depreciation  in  the  value  of  the  dollar  but  also  a  revival  in  manufactviring 
productivity.  Indeed,  by  the  end  of  the  1980*s,  output-per-hour  in  the  factory  sector 
had  essentially  returned  to  its  longer-term  trend  growtii  rate  of  about  3  percent. 

But  the  restructuring  of  Smokestack  America  is  only  part  of  the  story  behind  the 
productivity-led  recovery.  Also  at  work  is  a  veritable  upheaval  in  America's  vast 
service  sector — long  the  most  bloated  segment  of  the  U.S.  economy.  For  most  of  its 
history,  the  service  sector  was  spared  the  competitive  traumas  that  manufacturing 
companies  faced  every  day.  Sheltered  from  competition  by  regulation  and  by  the 
lack  of  global  players,  the  imperatives  of  productivity  enhancement  were  low  on  the 
list  of  strategic  objectives  for  most  service  companies.  And,  not  surprisingly,  output- 
per-hour  in  services  sagged  appreciably  in  the  1980's,  growing  less  than  0.5  percent 
per  year. 

But  that  was  then.  The  rules  of  competition  have  changed  forever  in  the  once  sac- 
rosanct service  sector.  Regulation  has  given  way  to  deregulation,  lowering  bfirriers 
of  entry  in  industries  such  as  banking,  telecommunications,  air  travel,  cable  TV, 
trucking,  insurance,  and  a  wide  array  of  other  financial  services.  Moreover, 
globalization  of  services  has  burst  forth  with  a  vengeance,  courtesy  of  a  massive 
wave  of  foreign  direct  investment.  The  result  has  been  an  outbreak  of  cross-border 
acquisitions,  strategic  alliances,  and  multinational  partnerships  that  have  allowed 
deep-pocketed  foreign  parents  to  subsidize  their  newly  acquired  U.S.  stake — ^thereby 
giving  otherwise  marginal  players  both  the  capital  and  the  opportunity  to  sustain 
the  battle  for  market  share. 

Nor  can  there  be  any  mistaking  the  intensity  of  the  service  sector's  response  to 
the  new  competition  of  the  1990's.  A  host  of  mega-bank  mergers,  the  failure  of  at 
least  six  major  airlines,  and  downsizing  in  retail,  telecommunications,  advertising, 
insurance,  accounting,  and  even  law  firms  are  all  part  and  parcel  of  the  new  wave 
of  service  sector  restructuring  that  has  been  one  of  the  hallmarks  of  the  1990*8.  And 
here  as  well,  the  productivity  results  speak  well  for  Corporate  America's  ability  to 
rise  to  the  competitive  challenge:  over  the  5-year  period,  1989-94,  service  sector  pro- 
ductivity has  risen  at  nearly  a  1.5  percent  average  annual  rate— about  three  times 
the  anemic  pace  of  tiie  1980*8  (see  Figure  3). 
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Figure  3 

Behind  the  Productivity  Improvement 
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Source:  Morgan  Stanley  estimates  based  on  data  from  the  U.S.  Bureau  of  Labor  Statistics 
THE  PATH  TO  RENEWAL 

Strategies  of  |)roductivity  revival  are  not  easy  to  come  by.  Invariably,  however,  the 
first  stage  is  painfiilly  obvious — ^the  need  to  pare  the  excesses  of  bloated  cost  struc- 
tures. Layoffs,  olant  closing,  outsourcing,  and  other  forms  of  downsizing  are  key 
ingredients  of  tne  initial  efforts  to  boost  productivity.  The  risk,  of  course,  is  that 
managers  can  become  fixated  on  cost  cutting  as  means  to  sustain  productivibr  im- 
provements. If  taken  to  an  extreme,  the  resmt  would  be  the  "hollowing  out"  of  Cor- 
porate America — pushing  companies  dangerously  close  to  the  point  where  they  ulti- 
mately lack  the  resources  to  maintain  their  market  share  obiedives. 

Consequently,  there  is  a  second  stage  of  the  productivitjr-led  recovery — a  focus  on 
capital  formation.  Giving  workers  new  tools  and  new  technologies  enables  them  to 
sustain  the  efficiency  gains  first  uncovered  through  cost  cutting.  Capital  formation 
allows  managers  to  look  beyond  downsizing  and  focus  on  rebuilding  as  a  means  to 
lasting  productivity  revival. 

The  good  news  is  that  Corporate  America  now  seems  to  have  made  a  key  transi- 
tion into  the  second  stage  of^the  productivity-led  recovery.  Indeed,  there  can  be  no 
mistaking  the  extraordinary  capital  spending  boom  of  the  1990's.  In  late  1994,  the 
business  fixed  investment  snare  of  the  GDP  nit  a  record  13.1  percent — breaking  the 
previous  high  set  in  the  mid-1980's.  This  resurgence  of  fixed  investment  has  oeen 
concentrated  in  the  e<)uipment  sector;  over  the  first  15  quarters  of  this  recovery, 
total  equipment  spending  expanded  by  57  percent  (in  real  terms),  well  in  excess  of 
the  39  percent  gains  that  have  occurred,  on  average,  over  comparable  periods  of  the 
past  four  upturns.  At  the  same  time,  there  has  been  an  unusual  lag  in  ousiness  con- 
struction spending.  Thus,  unlike  past  recoveries  when  investment  was  concentrated 
in  the  "greenfield  expansion  of  new  plants,  the  current  emphasis  has  been  on  "cap- 
ital deepening"  strategies  made  possible  by  breakthrough  technologies  and  stete-of- 
the-art  equipment. 

Significantly,  the  equipment  surge  has  far  outstripped  the  growth  of  the  work 
force.  The  result  is  an  explosive  increase  in  the  capital  endowment  of  the  average 
worker  in  the  first  half  of  the  1990*8 — in  sharp  contrast  to  the  relative  stagnant 
trends  in  this  ratio  evident  over  most  of  the  1980's  (see  Figure  4).  Never  before  has 
Corporate  America  been  so  committed  to  empowering  its  workers  with  a  greater  ar- 
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senal  of  productive  tools.  Such  rebuilding  through  capital  deepening  is  critical  if 
Corporate  America  is  to  adopt  the  strategic  vision  that  looks  beyond  restructuring. 
For  this  key  reason  alone,  we  believe  there  is  considerable  staying  power  to  the  cur- 
rent productivity  revival. 

Figure  4 
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Source:  U.S.  Bureau  of  Economic  Analysis  and  Morgan  Stanley  estimates 

In  the  end,  there  is  also  a  third  stage  to  the  productivity-led  recovery — an  in- 
crease in  the  quality  of  the  labor  input.  Needless  to  say,  it  does  little  to  cut  costs 
and  equip  workers  with  new  tools  if  the  labor  force  can't  work  smarter.  Educational 
reform  and  new  approaches  to  training  are  undoubtedly  essential  ingredients  to  the 
human  capital  stage  of  productivity  enhancement.  But  in  this  regard,  it  still  looks 
like  a  steep  uphill  battle.  As  a  steady  erosion  in  nationwide  aptitude  test  scores  sug- 
gests, the  third  stage  of  the  productivity-led  recovery  may  well  be  the  greatest  chal- 
lenge of  all  (see  Figure  5). 
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Figure  5 

America's  Human  Capital  Quandary 
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NEW  SYNERGIES  IN  THE  SERVICE  SECTOR 

While  the  manufactiiring  sector  has  long  been  the  high-productivity  growth  seg- 
ment in  the  U.S.  economy,  there  can  be  no  mistaking  the  dramatic  change  now 
under  way  in  the  service  sector.  Even  though  productivity  growth  in  services  during 
this  recovery  has  run  at  about  one-half  the  pace  evident  in  manufacturing,  the  big- 
gest change  at  the  margin  has  come  from  the  largely  white-collar  service  industries. 
Indeed,  as  previously  noted,  over  the  past  4  years,  ^e  service  sector  has  essentially 
tripled  its  productivity  pace  relative  to  trends  in  the  1980's;  at  the  same  time,  while 
productivity  gains  in  manufacturing  have  been  impressive,  they  have  essentially  re- 
tvuTied  to  tifieir  longer-term  historical  trend. 

There  are  those,  of  course,  who  doubt  the  validity  of  the  service  sector  productiv- 
ity story — claiming  that  measurement  problems  make  it  impossible  to  discern  trends 
in  this  sector  with  any  accuracy.  But  there  is  much  in  the  way  of  corroborating  evi- 
dence that  suggests  the  breakthroughs  in  services  are  for  real.  First,  and  perhaps 
foremost,  in  this  regard  is  an  astounding  reduction  in  service  sector  inflation.  This 
can  be  seen  in  Figure  6,  which  compares  the  services  sector's  inflation  performance 
in  the  current  cycle  with  that  of  the  past  cycle — ^the  great  disinflationary  expansion 
of  the  1980's.  As  can  be  seen,  46  months  into  the  current  expansion,  service  sector 
inflation  is  running  at  just  3  percent — ^falling  fully  2  percentage  points  below  the 
pace  at  the  comparable  junctui^e  of  the  last  cycle.  I  dare  say  a  breakthrough  of  this 
magnitude  wouldn't  have  occurred  if  the  service  sector  wasn't  experiencing  a  mean- 
ingfiil  improvement  on  the  productivity  front.  There's  far  more  at  work  in  this  sector 
than  just  the  pitfalls  of  mismeasurement. 
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Figure  6 

Service  Sector  Disinflation 
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A  revamping  of  the  white-collar  function  appears  to  be  a  key  element  of  service 
sector  productivity  strategies  in  the  1990's.  Facing  the  new  and  powerful  competi- 
tive pressures  of  deregulation  and  globalization,  service  industries  have  moved  ag- 
gressively to  cut  costs.  And,  of  course,  for  the  economy's  labor-intensive  service  sec- 
tor, the  single  largest  slice  of  its  cost  structure  is  the  compensation  expenses  of  its 
white-collar  workers.  Consequently,  it's  hardly  surprising  that  white-collar  workers 
are  now  bearing  a  much  greater  burden  of  unemployment  than  has  been  the  case 
in  the  past  (see  Figure  7). 
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Figure  7 

The  New  Incidence  of  Unemployment 
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Source:  Morgan  Stanley  estimates  based  on  data  from  the  U.S.  Bureau  of  Labor  Statistics 

Three  classes  of  the  white-collar  occupational  hierarchy  appear  to  have  been  af- 
fected the  most  by  the  service  sector  restructuring  and  productivity  strategies  of  the 
1990's.  Tactics  of  back-ofiBce  consolidation  have  resulted  in  the  elimination  of  staff- 
ing redundancies  in  a  wide  range  of  transactions-intensive  industries  such  as  banks, 
airlines,  insurance,  and  retailing.  Moreover,  sales  workers  in  department  stores,  fast 
food  restavu-ants,  and  other  direct-customer-contact  endeavors  have  been  increas- 
ingly empowered  with  state-of-the-art  point-of-sale  computing  devices;  as  such,  sales 
personnel  now  play  active  roles  in  matters  of  inventory  control,  reordering,  schedul- 
ing, pricing,  and  customer  feedback — ^thereby  eliminating  many  workers  previously 
dedicated  to  such  functions.  And,  finally,  there  has  been  a  wholesale  reduction  of 
mid-managerial  ranks — with  increasingly  sophisticated  telecommunications  net- 
works and  real-time  transactions  tracking  systems  becoming  the  cost-efBcient  sub- 
stitute for  legions  of  "paper  pushers." 

The  result  has  been  a  dramatic  shift  in  the  mix  of  white-collar  employment  in  the 
United  States.  As  can  be  seen  in  Figure  8,  over  the  past  2  years,  there  has  been 
a  sharp  increase  in  the  ratio  of  knowledge  workers  (e.g.,  professionals,  managers, 
and  executives)  to  support  positions  (e.g.,  technicians,  sales,  and  administrative  sup- 
port). This  means  that  white-collar  employment  is  being  increasingly  focused  on  the 
high-value-added  end  of  the  occupational  structure,  with  cost-saving  efficiencies  re- 
alized through  a  relative  reduction  in  the  low-value-added  cadre  of  support  workers. 
This  strategic  shift  in  the  white-collar  fiinction  makes  a  good  deal  of  sense.  Ulti- 
mately, the  knowledge  worker  holds  the  key  to  the  new  idea,  the  new  product,  or 
the  new  market — the  high  value-added  decisions  that  can  make  or  break  the  com- 
petitive challenge.  But  in  the  cost-conscious  1990's,  knowledge  workers  are  now 
being  asked  to  perform  this  task  with  a  leaner  and  meaner  support  staff 
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Figure  8 

New  Synergies  in  the  Service  Sector 
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Increased  leverage  of  information  technology  [IT]  also  appears  to  be  an  important 
ingredient  of  the  service  sector's  recent  productivity  breakthroughs.  The  lack  of  a 
meaningful  payback  from  massive  investments  in  such  technologies — the  so-called 
IT  paradox — was  part  of  the  excess  bloat  of  the  service  sector's  cost  structure.  After 
all,  service  companies,  who  collectively  spent  more  than  $860  billion  on  IT  hardware 
alone  in  the  1980's,  currently  own  more  than  80  percent  of  the  Nation's  installed 
base  of  information  technology.  The  result  was  a  massive  infrastructure  of  installed 
IT  that  prompted  an  ominous  transformation  of  the  service  sector  from  variable-  to 
increasingly  fixed-cost  producers. 

In  our  view,  the  failure  of  the  service  sector  user  community  to  realize  meaningfril 
productivity  dividends  from  this  massive  investment  in  IT  stemmed  importantly 
from  a  lack  of  competitive  discipline.  The  problem  was  never  the  "machine"  itself, 
but  more  the  manner  in  which  it  was  managed.  As  America  leapt  headlong  into  the 
Information  Age,  technology  acquisition  was  both  indiscriminate  and  misdirected.  In 
the  new  competitive  environment  of  the  1990's,  the  user  community  can  no  longer 
afford  such  complacency.  The  restructuring  of  back-ofBce,  sales,  and  managerial 
functions  has  been  tied  explicitly  to  more  focused,  strategic  applications  of  IT.  And 
the  improved  productivity  results  of  the  1990's  suggest  that  the  service  sector  is  now 
turning  the  comer  in  resolving  the  fabled  IT  paradox. 

POLICY  IMPUCATIONS 

An  improvement  in  trend  productivity  is  just  what  the  beleaguered  U.S.  policy- 
maker ordered.  For  the  Federal  Reserve,  productivity  enhancement  provides  an  im- 
portant assist  in  achieving  the  goal  of  price  stability.  That's  because  at  the  core  of 
the  productivity-led  recovery  is  a  new  cost-efBcient  growth  cycle  that  could  well  hold 
the  key  for  sustained  disinflation.  This  can  be  seen  in  Figure  9,  which  compares  the 
labor  cost  experience  of  the  current  expansion  with  that  of  the  past  four  expansions. 
As  can  be  seen,  through  the  15th  quarter  of  the  current  cycle  (which  coincides  with 
the  fourth  quarter  of  1994),  unit  labor  costs  were  rising  at  just  a  1.9  percent  year- 
over-year  rate.  By  comparison,  the  cost  increases  for  past  expansions  averaged  6.6 
percent  at  the  same  point  in  the  business  cycle.  Needless  to  say,  this  astounding 
gap  of  more  than  4.5  percentage  points  between  the  cost  profile  of  the  current  cycle 
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and  that  of  past  cycles  couldn't  have  happened  without  the  productivity  bonanza  of 
the  1990's. 

Figure  9 

The  Cost-Efficient  Cycle  of  the  1990s 
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The  breakthroughs  on  labor  cost  control  underscore  a  new  set  of  structural  pres- 
sures that  could  well  be  decisive  in  limiting  the  upleg  of  the  current  inflation  cycle. 
After  all,  since  labor  costs  account  for  nearly  70  percent  of  total  business  production 
expenses,  the  secular  forces  of  productivity  enhancement  and  wage  compression 
should  act  forcefully  to  restrain  tiie  cyclical  pressures  of  tighter  labor  and  product 
markets  tliat  invariably  prove  to  be  most  problematic  for  inflation.  Ultimately,  how- 
ever, the  inflation  outcome  is  always  up  to  the  Fed.  If  the  central  bank  falls  'Tbehind 
the  cxarve"  in  its  anti-inflationary  stance,  the  secular  forces  of  disinflation  will  even- 
tually be  overwhelmed  by  the  cyclical  pressures  of  rising  resource  utilization  rates. 

A  year  ago,  there  was  good  reason  to  believe  that  the  Fed  had  blown  it.  The  Fed- 
eral funds  rate  had  been  maintained  at  "zero"  in  real,  or  inflation-adjusted,  terms 
for  over  a  year — symptomatic  of  an  overly  accommodative  monettiry  policy  that 
raised  the  mstinct  possibility  of  mounting  cyclical  risk  to  inflation.  A  year,  and  300 
basis  points  later,  the  Fed  has  corrected  this  miscue  and  moved  its  policy  stance 
slightly  into  the  "restrictive"  zone.  That's  sufficient,  in  our  view,  to  trigger  a  mod- 
eration in  the  economy's  growth  dynamics  that  should  have  the  effect  of  limiting  the 
upside  of  any  cyclical  inflation  threat.  The  lesson  for  the  Fed  is  clear:  Even  in  a 

f)roductivity-led  recovery  which  tends  to  put  a  secular  damper  on  the  all-important 
abor  cost  pressures,  the  central  bank  cannot  afford  to  be  complacent  in  presuming 
that  cyclical  inflationary  pressures  in  the  U.S.  economy  will  forever  remain  at  bay. 
The  anti-inflationary  quandary  of  the  Fed  can  be  seen  most  clearly  in  the  output 
gap  analysis  presented  in  Figure  10.  The  output  gap  is,  of  course,  the  difference  be- 
tween the  actual  level  of  real  GDP  and  the  "potential"  volume  of  economic  activity 
that  would  be  forthcoming  when  the  economy  is  expanding  at  close  to  its  longer- 
term  potential  growth  rate.  A  small  output  gap  is  a  classic  warning  sign  that  the 
economy  is  running  out  of  room  and,  therefore,  about  to  bump  up  against  the  capac- 
ity constraints  that  inevitably  trigger  a  resurgence  of  inflation.  Conversely,  a  large 
output  gap  suggests  that  there  is  an  ample  margin  of  slack  that  would  allow  the 
economy  to  keep  expanding  without  experiencing  a  meaningful  acceleration  of  infla- 
tion. 
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Source:   U.S.  Bureau  of  Economic  Analysis,  Congressional  Budget  Office,  and  Morgan  Stanley  estimates 

A  conventional  assessment  of  the  outout  gaiv— based  on  official  estimates  of  U.S. 
potential  GDP  growth  provided  by  the  Cfongressional  Budget  Office  [CBO]— suggests 
that  the  U.S.  economy  is  running  out  of  room  and  is,  therefore,  on  the  brink  of  a 
meaningful  acceleration  of  inflation.  In  our  view,  however,  the  official  estimates  of 
potential  GDP  ^wth  are  out  of  sync  with  today's  productivity  breakthroughs.  In- 
deed, the  CBO  IS  assuming  that  potential  GDP  is  expanding  at  only  a  2.25  percent 
annual  rate  in  the  1990'8-— down  from  the  2.5  percent  geiins  of  the  1980's  and  well 
below  the  3  percent  pace  of  the  1970's.  The  main  reason  behind  this  perceived 
downshift  in  the  economy's  growth  potential  is  a  belief  that  the  subpar  productivity 
performance  of  the  1970'8  and  1980's  will  persist  into  the  1990's. 

Needless  to  say,  in  light  of  our  conclusion  that  there  has  been  a  0.5  percentage 
point  increase  in  trend  productivity,  we  beg  to  differ.  The  productivity  dividend  of 
the  1990's  should  have  the  effect  of  boosting  the  economy's  potential  growth  rate  to 
2.75  percent  (from  2.25  percent).  This,  in  turn,  has  a  dramatic  impact  on  the  output 

tap  calculation  as  restated  under  the  "high-productivity  alternative"  (shown  as  the 
ashed  line  in  Figure  10).  On  that  basis,  there  is  plenty  of  slack  left  in  the  U.S. 
economy  to  sustain  several  more  years  of  economic  growth  in  the  2.5  percent  to  3 
percent  range  without  a  meaningnil  deterioration  on  the  inflation  front.  Thus,  the 
Fed  may  have  considerably  more  oreathing  room  than  it  thinks  in  holding  the  econ- 
omy to  a  disinflationary  growth  path. 

For  you  in  the  Congress,  the  challenges  of  fiscal  policv  are  also  tied  intimately 
to  the  link  between  productivity  enhancement  and  the  U.S.  econom3r'8  longer-term 
potential  growth  rate.  If  we're  right  on  tlie  upward  shift  in  trend  productivity,  three 
considerations  are  particularly  important:  First,  there  could  be  several  more  years 
left  in  the  current  expansion  before  tlie  economy  lapses  into  the  next  recession;  in 
the  context  of  such  a  "long  cycle"  outcome,  the  likelihood  of  an  imminent  cvclical 
shortfall  in  revenue  growth  is  low.  Second,  the  revenue  windfalls  associated  with 
a  faster  noninflationsiry  cruising  speed  are  substantial;  according  to  our  estimates, 
raising  a  decade  of  growth  by  0.5  percent  per  annum  would  lift  the  level  of '•""l  GDP 
by  about  $300  billion  at  the  end  of  that  interval — a  potential  dividend  that  should 
be  given  active  consideration  in  framing  longer-term  budgetary  projections.  'Third, 
if  the  Congress  finally  bites  the  bullet  on  deficit  reduction,  there  can  be  no  mistak- 
ing the  deflationary  forces  that  would  be  unleashed  on  the  U.S.  economy  as  the 
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budget  gap  goes  from  2.5  percent  of  GDP  to  "zero."  The  burden  of  economic  sta- 
bilization will,  of  course,  then  fall  on  the  Federal  Reserve  to  react  to  this  shift  to- 
ward budgetary  restraint  with  the  long-awaited  quid  pro  quo  of  monetary  ease;  the 
good  news  is  that  a  disinflationary  productivity-led  recovery  offers  the  Fed  the  best 
chance  of  all  to  accommodate  the  contractionary  forces  of  deficit  reduction. 

CLASHING  OVER  PRODUCTIVITY 

Unfortunately,  there  is  a  dark  side  to  America's  productivity  revolution.  The  rea- 
son: A  powerful  struggle  could  well  be  emerging  in  the  U.S.  labor  market.  At  stake 
is  nothing  less  than  5ie  fruits  of  America's  productivity  dividend.  Do  increasingly 
hard-pressed  workers  get  the  just  reward  of  their  productivity  contribution,  or  do 
the  efficiency  gains  merelv  get  emptied  into  the  coffers  of  corporate  America? 

The  recent  outbreak  of  strike  activity  at  a  General  Motor's  parts  plant  suggests 
that  the  battle  lines  are  now  being  drawn.  The  United  Auto  Workers  union  took  a 
stand  on  mandatory  overtime.  However,  a  broader  issue  looms — a  growing  dis- 
satisfaction with  the  tactics  of  corporate  productivity  enhancement.  Wiui  labor  com- 
pensation easily  the  largest  chunk  of  total  business  operating  expenses,  efficiency 
strategies  are  now  being  aimed  squarelv  at  the  American  worker.  According  to  the 
Challenger  Employment  Survey,  layofw  affecting  more  than  1.1  million  workers 
were  announced  in  1993-94,  easily  the  highest  2-year  total  on  record.  Although 
many  of  these  work  force  reductions  reflect  a  long  overdue  pruning  of  bloated  cor- 
porate bureaucracies,  the  fear  is  that  slash-and-bum  cost  cutting  may  now  be  going 
too  far. 

Indeed,  a  new  burden  is  now  falling  on  the  survivors — ^those  who  remain  em- 
ployed on  the  lean  and  mean  assembly  lines  of  recently  restructured  American  cor- 
porations. That  burden  takes  the  form  of  a  dramatic  lengthening  of  time  spent  on 
the  job.  Hard-pressed  companies  have  elected  to  work  the  survivors  longer  rather 
than  to  incur  &ie  steady  sta-eam  of  fixed  costs  associated  with  new  hiring.  For  fac- 
tory workers,  the  average  work  week  has  hit  a  new  post-World  War  II  high  in  the 
1990's — the  firet  meaningful  reversal  of  a  secular  reduction  in  work  schedules  that 
dates  back  to  1850.  The  same  is  vmdoubtedly  the  case  for  many  white-collar  work- 
ers. 

In  many  cases,  longer  work  days  may  go  hand  in  hand  with  productivity  break- 
throughs. That's  especially  true  for  blue-collar  workers  on  the  factory  floor  where 
efficiencies  are  being  boosted  by  the  combination  of  new  technologies — such  as  nu- 
merically controlled  machine  tools,  robotics,  and  computer-automated  design  and 
manufacturing  [CAD/CAM] — together  with  process  reengineering  and  improved  edu- 
cation and  training  techniques.  The  result  is  a  highly  personalized  strain  of  produc- 
tivity leverage,  tailor-made  for  the  individual  worker.  This  encourages  companies  to 
squeeze  all  they  can  out  of  their  hard-pressed  blue-collar  labor  force. 

But  for  the  white-collar  worker,  there  may  be  an  important  glitch  on  the  road  to 
productivity  enhancement.  As  indicated  above,  most  of  the  efficiency  solutions  for 
this  class  of  workers  have  been  concentrated  at  the  low  end  of  the  value-added 
chain.  However,  high-value-added  white-collar  tasks  are  invariably  labor-intensive, 
intellectually  given  endeavors — tasks  that  require  the  creative  spark  of  a  knowl- 
edge-based solution  to  spur  productivity.  Notwithstanding  the  modern-day  miracles 
of  information  technology,  tne  capacity  of  the  human  mind  sets  real  limits  as  to 
what  can  be  accomplished  in  tJiis  regard.  Laptops,  cellular  phones,  wireless 
modems,  and  home  fax  machines  may  change  the  work  environment  for  many  a  pro- 
fessional, but  they  don't  alter  the  thought  process  that  ultimately  leads  to  the 
breakthrough.  Moreover,  these  tools  have  become  the  enabler  of  the  extended  work- 
ing day — providing  a  new  portability  to  the  assembly  line  of  the  1990's  that  "allows" 
wmte-coUar  workers  to  remain  online  in  trains,  planes,  cars,  and  at  home.  So  much 
for  the  liberating  technologies  of  the  Information  Age. 

Significantly,  this  phenomenon  has  not  been  captured  in  the  productivity  data. 
For  the  salaried  professional  paid  on  annual  basis,  added  work  efforts  aren't  re- 
flected as  a  boost  in  the  measured  amount  of  time  spent  on  the  job.  But  since  such 
incremental  labor  input  may  well  hold  the  key  to  increased  output,  it  effectively 
skews  the  productivi^  contribution  of  many  an  over-extended  worker  to  the  upside. 
That  may  be  the  ugly  little  secret  of  America's  productivity-led  recovery — a 
stretched  work  force  that  is  delivering  more,  but  only  because  it's  working  more. 

For  the  corporation,  which  is  truly  getting  more  of  its  work  force,  hard  work 
translates  into  a  real  efficiency  (and  profitability)  bonus.  For  the  worker,  however, 
extended  work  schedules  put  the  meaning  of  productivity  enhancement  in  a  very 
different  light:  Considerations  of  personal  proauctivity  that  pertain  to  leisure  and 
family  time  appear  increasingly  at  odds  with  the  objectives  of  corporate  productiv- 
ity— leaving  individuals  feeling  angry  and  increasingly  disenfranchised.  This  under- 
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scores  the  risk  that  measured  gains  in  business  productivity  might  not  translate 
into  the  long-awaited  improvement  in  the  quality  of  life  for  the  U.S.  worker.  And 
that  could  well  be  the  greatest  irony  of  all  in  America's  productivity  revolution. 

Chairman  Kasich.  I  want  to  tell  you  I'm  very  excited  and  enthu- 
siastic about  part  of  your  testimony  and  the  other  part  I  have  some 
questions  about.  Anyway,  the  famous  Barry  Bosworth. 

STATEMENT  OF  BARRY  BOSWORTH,  Ph.D. 

Mr.  Bosworth.  Thank  you,  Mr.  Chairman.  I  appreciate  this  op- 
portunity to  discuss  with  this  committee  the  implications,  the  eco- 
nomic implications,  of  reducing  the  budget. 

I  guess  I  might  begin  by  saying  that  I'm  very  grateful  that  you 
asked  me  to  come  here  to  talk  about  the  consequences  of  deficit  re- 
duction and  didn't  ask  me  how  to  do  it.  That's  the  far  more  difficult 
task  and  that's  yours,  not  mine. 

I  would  like  to  begin  in  discussing  the  questions  of  the  sort  of 
economic  assumptions  that  should  be  used  in  evaluating  the  re- 
quirements to  move  to  a  balanced  budget,  to  remind  this  committee 
that  the  U.S.  Government,  in  the  1980's,  lost  an  incredible  amount 
of  respect  and  credibility  with  the  American  public  because  of  a 
continual  practice  of  adopting  gimmicks  and  excessively  rosy  sce- 
narios to  project  future  budget  outlays. 

So  as  we  go  ahead  with  this  effort,  which  I  do  believe  will  be  very 
difficult  but  offers  extraordinarily  large  long-term  benefits  for  the 
U.S.  economy,  I  think  it's  very  important  that  the  Congress  main- 
tain a  policy  that  is  extremely  transparent  and  credible  to  the 
American  public,  and  not  try  to  overstate  the  short-term  benefits 
or  end  up  in  a  situation  where  2  years  from  now  somebody  says 
why  aren't  I  not  better  off  with  deficit  reduction. 

This  is  a  policy  aimed  at  the  long-term  improvement  of  the 
American  economy.  I  would  emphasize  it  is  20  years  of  mistaken, 
badly  designed  economic  policies  in  the  United  States  that  got  us 
in  this  mess,  and  we're  not  going  to  get  out  of  it  in  just  a  couple 
of  years.  So  I  think  it's  very  important  to  take  a  long-term  perspec- 
tive of  the  benefits  that  will  arise  from  deficit  reduction. 

The  first  question,  it  seems  to  me,  is  establishing  the  baseline  to 
measure  the  deficit  against  and  the  type  of  economic  situation  in 
which  deficit  reduction  will  occur.  To  begin  with,  I  think  the  evi- 
dence is  increasingly  evident  in  recent  months  that  the  Federal  Re- 
serve has  been  successful  in  slowing  down  the  U.S.  economy  to  a 
rate  of  growth  consistent  with  long-run  economic  balance  and  with- 
out an  excessive  acceleration  of  inflation. 

There  is  substantial  debate  among  economists  over  the  precise 
range  of  what  constitutes  a  level  of  resource  utilization  at  which 
you  begin  to  get  inflation  pressures.  But  most  of  the  debate  fluc- 
tuates around  5.5  percent  to  6  percent.  We're  currently  at  an  un- 
emplojrment  rate  very  close  to  5.5  percent.  So  for  practical  pur- 
poses, I  would  suggest  the  U.S.  economy  is  at  full  capacity  and  no- 
tions that  the  deficit  can  be  reduced  by  assuming  faster  rates  of 
growth  of  the  economy  in  a  cyclical  sense  are  unwarranted. 

The  CBO  economic  projection  is  consistent  with  this  view.  It  has 
the  economy  growing  a  little  bit  more  rapidly  in  1995,  slowing  a 
little  bit  in  1996,  and  then  returning  to  a  long-term  growth  path. 
I  think  the  1996  slowdown  simply  reflects  a  view,  after  discussion 
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with  outside  economists,  that  there  is  a  risk  that  the  Federal  Re- 
serve will  overshoot  a  little  bit.  In  the  past,  it's  been  very  hard  to 
have  a  completely  soft  landing  and  there  will  probably  be  a  mild 
cycle  in  the  economy.  But  I  think  the  evidence  to  date  is  that  the 
Federal  Reserve  has  done  an  incredibly  good  job  of  bringing  the 
United  States  econonw  under  control  at  a  level  of  unemployment 
that  is  remarkably  different  than  it  was  just  a  few  years  ago. 

Then,  given  the  forecast  for  the  next  2  years,  and  projecting  out 
the  economic  situation  thereafter,  the  Congressional  Budget  Office 
has  simply  assumed  that  the  economy  will  grow  in  line  with  poten- 
tial output.  Potential  output  is  composed  of  the  growth  in  the  labor 
force,  plus  the  increases  in  the  efficiency  with  which  those  workers 
work.  That  projection  is  that  the  U.S.  economy  now  has  a  long- 
term  growth  rate  of  about  2.3,  2.4,  2.5  percentage  points  per  year, 
somewhere  in  that  range.  The  CBO  number  is  about  2.4  percent  a 
year. 

There's  been  little  discussion  recently  about  the  reasonableness 
of  the  labor  force  projections.  Most  of  them  do  show  with  the  end- 
ing of  the  baby  boom  generation  coming  into  the  U.S.  work  force, 
I  think  there's  general  agreement  that  the  labor  force  growth  will 
slow  down.  Plus,  the  increased  rate  at  which  women  were  coming 
into  the  American  work  force  does  seem  to  have  moderated,  so  the 
labor  force  participation  rate  is  expected  to  level  out  and  not  grow 
as  rapidly  as  it  did  over  the  last  two  decades.  That  gives  us  one 
part  we're  relatively  certain  of,  which  is  that  there  is  a  slowdown 
in  the  rate  of  growth  of  the  labor  force. 

The  more  controversial  issue  has  to  do  with  productivity.  We've 
already  had  testimony  this  morning  of  someone  who  believes  that 
there  has  been  a  remarkable  turnaround  in  U.S.  productivity 
growth.  I  would  only  comment  that  I've  heard  this  story  over  and 
over  again  for  the  last  20  years,  that  everybody  thinks  that  they 
can  see,  in  the  preliminary  national  accounts  data,  some  evidence 
of  improving  productivity,  only  to  see  that  ultimately  the  improve- 
ment is  revised  away. 

I  would  rely  heavily  on  some  recent  studies,  one  of  them  done  for 
the  Congressional  Budget  Office  by  Robert  Gordon  and  updated 
last  year  that  continues  to  find  that  there's  little  in  the  improve- 
ment of  productivity  in  the  last  couple  of  years,  other  than  the  nor- 
mal cyclical  gains.  In  any  recession,  work  companies  do  not  cut 
back  their  work  force  in  line  with  the  reduction  in  output.  And  in 
the  consequent  expansion  they  don't  have  to  hire  as  many  workers 
when  output  rises.  Thus,  you  always  get  declines  in  productivity  in 
the  recession  and  a  recovery  of  productivity  in  the  expansion. 

If  you  take  the  average  over  the  last  6  years,  simply  go  back  be- 
fore the  recession  started,  and  average  the  rate  of  growth  of  pro- 
ductivity in  the  U.S.  nonfarm  economy,  you'll  get  1.2  percent  a 
year,  which  is  completely  in  line  with  the  historical  trend. 

Second,  as  was  mentioned  earlier  by  one  of  the  other  witnesses, 
there  is  a  growing  problem  with  the  way  that  output  is  measured 
in  the  U.S.  national  accounts  and  the  type  of  price  deflator  that  the 
further  we  get  away  from  the  benchmark  year,  which  is  1987,  the 
more  we  overstate  the  rate  of  growth  of  output,  primarily  because 
the  further  you  get  away  from  the  bench  year  the  greater  we  over- 
state the  role  of  computer  output  in  measuring  output  growth.  And 
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in  a  couple  of  years,  there  will  be  another  revision  of  the  national 
accounts,  the  benchmark  year  will  be  moved  up  to  1992,  and  the 
growth  that's  so  evident  the  last  couple  of  years  will  vanish  in  the 
statistics. 

I  fully  agree  that  the  right  way  to  do  the  calculations  for  output 
growth  for  computing  productivity  is  to  use  what's  called  a  chain- 
weighted  price  index  that  is  immune  to  these  problems  of  bench- 
mark years.  Doing  that  will  knock  about  three  to  four-tenths  off 
the  average  rate  of  growth  of  the  economy  over  the  last  few  years 
and  again  supports  the  view  that  there's  nothing  unusual  happen- 
ing about  productivity. 

The  final  point  I  would  make  on  the  productivity  growth  issue 
is  if  productivity  is  going  up  so  rapidly  why  aren't  the  wages  of  the 
typical  American  worker  rising?  And  what  is  most  notable  is  that 
average  real  wages  in  the  United  States  have  been  stagnant  now 
for  a  long  time  and,  in  fact,  have  declined  during  this  economic  ex- 
pansion. 

I  think  more  just  reinforcing  the  view  that,  in  fact,  there's  no  un- 
derlying improvement  in  productivity  and  there's  no  real  reason  to 
expect  one.  This  is  an  economy  that  has  been,  for  over  20  years, 
engaged  in  a  consumption  binge  with  an  incredibly  low  level  of 
physical  capital  formation.  We  have  an  education  system  that's 
growing  in  its  difficulties  and  failures  to  adequately  prepare  Amer- 
ican workers  to  work  in  a  modem  work  force.  Why  would  we  be 
expecting  that  our  productivity  would  be  improving?  If  we  don't  in- 
vest anything  in  the  future,  I  don't  think  there's  any  reason  to  get 
optimistic  about  the  future. 

So  I  think  the  most  reasonable  assumption  here  for  the  Congress 
to  use  is  to  stick  with  the  productivity  assumptions  imbedded  in 
the  Congressional  Budget  Office.  Historically  the  Congressional 
Budget  Office  has  been  slightly  too  optimistic  with  respect  to  the 
rate  of  growth  of  the  economy,  but  it  seems  to  me  that  the  reason- 
able best  guess,  unbiased,  may  be  wrong  but  it  could  be  low,  it 
could  be  high,  is  to  stick  with  the  economic  projections  embodied 
in  the  CBO  forecast. 

Similarly,  I  have  no  particularly  quarrel  with  the  budget  esti- 
mates that  CBO  has  made.  They  differ  from  the  administration  in 
being  slightly  less  optimistic  about  the  slow  down  in  health  care 
costs  in  the  Federal  health  programs.  But  fundamentally,  I  don't 
see  any  big  source  of  disagreement.  I  would  actually  expect  that 
with  new  revisions  you  will  see  an  increase  in  the  estimated  budget 
by  the  Congressional  Budget  Office  over  the  next  week  or  so,  in 
terms  of  the  long-run  projections. 

Thus  again,  I  would  use  in  my  analysis  the  Congressional  Budget 
Office  estimates  on  the  budget  deficit.  What  I  would  like  to  do  is 
very  simply  go  through  a  table.  I  have  tried  to  minimize  the  num- 
ber of  numbers  so  that  I  could  lay  out  the  issues  that  you  face  in 
evaluating  how  big  the  task  you  have  before  you  is. 

First  of  all,  going  out  to — I  use  the  year  2002  as  the  target  date 
for  getting  a  balanced  budget.  If  you  do  that  the  Federal  budget, 
under  the  CBO  projections,  will  have  a  deficit  of  about  $430  to 
$440  billion  a  year  in  the  on-budget  deficit.  On  the  other  hand, 
there  will  be  a  surplus  in  that  year  of  about  $111  billion  year  in 
the  Social  Security  fund.  If  you  are  willing  to  take  the  money  out 
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of  the  Social  Security  fund  and  use  it  to  finance  other  government 
spending,  your  target  would  be  $322  billion  of  deficit  reduction  that 
has  to  be  achieved.  I  don't  like  the  suggestion  that  the  retirement 
accounts  can  be  borrowed  from  in  order  to  finance  current  con- 
sumption, but  in  terms  of  setting  a  reasonable  goal  I'm  willing  to 
live  with  a  target  of  $322  billion.  It's  already  veiy  ambitious. 

I  am  also,  at  the  same  time,  going  to  ignore  the  so-called  tax  re- 
duction measures  of  the  Republican  contract.  If  you  went  ahead 
with  that,  it  would  add  another  $100  billion  a  year  to  your  task. 
It  seems  to  me  at  that  point  it  gets  absurd. 

So  if  the  target  is  to  get  a  reduction  in  government  expenditures 
of  $322  billion,  the  question  is  how  much  do  you  have  to  cut  pro- 
gram outlays  in  order  to  achieve  that  objective?  One  part  of  the  cal- 
culation, which  I  will  label  static  calculation,  let's  just  assume  the 
CBO  GDP  projections  are  met  and  there's  no  change  in  interest 
rates,  what  I  would  call  static  projections.  Under  that  if  you  cut 
government  expenditures,  you  will  have  one  automatic  saving. 
There  will  be  less  public  debt  out  there  and  therefore  you  will  have 
to  pay  interest  on  a  smaller  public  debt  than  otherwise  would  be 
the  case. 

By  the  year  2002  that  will  save  you  every  year  about  $65  billion 
a  year.  So  in  fact,  you  only  have  to  find  a  way  to  cut  government 
expenditures  by  about  $260  billion.  The  other  $60  billion  will  come 
through  debt  service  saving. 

But  in  addition,  as  has  been  mentioned  earlier  in  other  testi- 
mony, when  you  undertake  a  reduction  in  the  budget  deficit,  there 
will  be  a  depressive  effect  on  the  U.S.  economy.  You're  going  to  cut 
government  spending,  you're  going  to  cut  transfer  payments  to  in- 
dividuals. That  will  cause  the  level  of  aggregate  demand  in  the 
U.S.  economy  to  decline. 

The  issue  is  how  can  we  offset  that?  The  way  to  offset  it  is  to 
adopt  an  easier  monetary  policy,  something  I  assume  you're  going 
to  discuss  with  the  chairman  of  the  Federal  Reserve  tomorrow.  I 
would  agree  that  this  is  an  extremely  difficult  calculation  of  exactly 
how  much  do  interest  rates  have  to  go  down  in  order  to  get  the  re- 
quired increase  in  output. 

Several  years  ago  at  Brookings  we  tried  to  use  simulations  from 
a  wide  variety  of  different  macroeconomic  models  to  answer  this 
question.  I  would  only  tell  you  that  the  range  of  interest  rate 
changes  was  between  zero  and  about  6  percent.  It  is  an  incredibly 
uncertain  process.  Modelers  disagree  sharply  on  how  much  sen- 
sitivity they  believe  that  there  is  in  the  private  sector  to  changes 
in  interest  rates.  Some  are  optimistic,  some  are  pessimistic.  If 
you're  an  optimist,  then  you  don't  have  to  have  that  big  a  decline 
in  interest  rates.  If  you're  a  pessimist,  you  have  to  have  a  dramatic 
decline. 

There's  a  second  source  of  uncertainty,  and  that  is  you  have  to 
realize  that  we  do  not  live  in  a  closed  economy  anymore.  We  live 
in  a  global  economy.  If  we  try  to  cut  American  interest  rates,  one 
of  the  first  responses  of  investors  will  be  to  pick  up  their  money 
and  go  elsewhere.  They  will  seek  the  higher  returns  that  they  can 
get  abroad.  That  tenas  to  dampen  the  magnitude  of  decline  in 
American  interest  rates,  but  on  the  other  hand  when  they  leave  the 
United  States,  the  U.S.  dollar  will  depreciate. 
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Some  people  think  that's  bad  news.  I  happen  to  think  it's  good 
news.  It  makes  American  exports  more  competitive  in  world  mar- 
kets and  discourages  imports.  Consequently,  the  U.S.  economy  will 
export  more  on  a  net  basis  than  it  did  before,  and  the  response  in 
the  trade  sector  is  a  very  important  part  of  the  offset  that  you  can 
generate. 

A  few  years  ago,  sort  of  averaging  the  effect  of  all  these  models, 
it  became  popular  for  a  lot  of  economists  to  say  if  you  cut  the  budg- 
et deficit  $1  billion  you  will  get  one  basis  point  on  the  interest  rate. 
In  other  words,  $100  billion  reduction  requires  an  offsetting  reduc- 
tion in  interest  rates  of  about  1  percent. 

Updating  that  for  the  larger  economy  we  have  today  and  infla- 
tion would  suggest  a  number  around  $150  billion  is  1  percentage 
point  on  the  interest  rate.  You're  somewhere  in  the  magnitude  of 
a  $300  billion  budget  deficit.  That  would  give  you  a  number  around 
2  percentage  points  reduction  in  interest  rates  required  to  offset 
this  effect. 

On  the  other  hand,  I  would  argue  that  it's  a  more  open  economy 
than  it  was  before.  We're  going  to  get  more  of  a  response  on  the 
trade  sector,  so  probably  the  decline  in  interest  rates  is  smaller.  I 
fully  agree  with  the  previous  testimony  that  a  reasonable  esti- 
mate— but  remember,  there's  tremendous  uncertainty  here — is 
about  1.5  percentage  point  reduction  in  interest  rates  will  result  as 
effort  to  reduce  the  budget  deficit. 

That  will  have  a  feedback  effect  on  the  Fed,  because  you  will 
have  still  about  a  $5  trillion  public  sector  debt  out  there.  Just  a 
small  change  in  interest  rates  has  a  dramatic  effect  on  budget  out- 
lays. If  interest  rates  went  down  about  1.5  percent,  you'll  have  by 
the  year  2002  an  annual  savings  in  budget  outlays  on  interest  pay- 
ments of  about  $60  billion  a  year.  That's  just  80  percent  of  the 
gain.  You  have  to  wait  for  the  debt  to  roll  over.  Some  of  it's  long- 
term  debt  and  you  don't  refinance  it  right  away. 

By  the  year  2002  you  will  have  about  80  percent  of  the  benefits. 
You'll  be  saving  about  another  $60  billion  a  year  in  interest  pay- 
ments. That  will  increase  the  debt  service  savings  to  about  $125 
billion  a  year.  That  means  the  program  reductions  that  you  have 
to  seek  to  make,  in  order  to  get  to  a  balanced  budget  by  the  year 
2002,  under  that  assumption  would  be  right  around  $200  billion. 
The  number  keeps  getting  smaller  every  time  we  do  it. 

The  second  issue  is  to  take  account  of  the  fact  that  when  you  cut 
the  budget  deficit  you're  going  to  make  more  funds  available  in  na- 
tional savings.  And  there's  going  to  be  more  capital  formation  in 
the  United  States,  and  that  capital  is  going  to  increase  output,  and 
we're  going  to  earn  more  income  on  which  taxes  can  be  paid.  So 
a  higher  level  of  income  in  the  United  States  in  the  future  further 
helps. 

The  problem  here  is  to  realize  that  budget  deficit  reduction  will 
increase  savings,  it  will  increase  investment.  But  in  the  short  run, 
the  gains  from  higher  levels  of  investment  are  very  small.  They  ac- 
cumulate. Suppose  we  could  cut  the  deficit  and  increase  investment 
each  year  by  $100  billion  a  year.  $100  billion  of  additional  capital 
in  the  United  States  does  not  raise  output  very  much.  But  then  the 
next  year  you've  got  another  $100  billion,  you've  got  $200  billion 
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total.  And  the  next  year  $300  billion,  et  cetera,  and  it  accumulates 
up. 

What  you're  interested  in  is  the  cumulative  impact  on  the  stock 
of  capital  in  the  United  States.  But  it  takes  many,  many  years  to 
do  this.  It  took  us,  after  all,  many,  many  years  of  extraordinarily 
low  savings  to  run  down  the  wealth  of  the  American  economy.  It 
will  take  us  several  decades  to  build  it  back  up  again. 

As  a  consequence,  you're  not  going  to  get  very  much  increase  in 
stock  of  capital  by  the  end  of  this  period,  2002.  Most  of  the  benefits 
lie  in  the  future.  In  fact,  actually  this  program  is  not  going  to  make 
much  difference  to  people  my  age.  It's  going  to  make  an  incredible 
difference  to  our  children.  It  is  truly  a  long  run  issue. 

When  Americans  ask  why  are  we  so  rich  today,  remember  that 
we've  had  200  years  of  rapid  capital  accumulation  by  prior  genera- 
tions and  you're  not  going  to  change  that  situation  remarkably  in 
just  a  couple  of  years. 

What  I  have  done  is  assume  that  if  you  have  deficit  reduction 
you  will  reduce  the  public  debt  by  about  $1.2  trillion  relative  to 
what  it  would  otherwise  be  in  the  year  2002.  That's  the  cumulative 
effect  of  your  savings.  How  much  of  that  money  will  go  into  phys- 
ical capital  in  the  U.S.  economy?  I  would  estimate  about  half. 
About  $600  billion  will  go  into  private  capital.  The  remainder  will 
show  up  as  a  much  lov/er  rate  of  borrowing  overseas,  as  we  don't 
run  these  big  trade  deficits  that  we've  been  running.  So  our  wealth 
is  higher  there. 

And  second,  there  will  be  some  increase  in  consumption  in  the 
private  sector  because  lower  interest  rates  will  stimulate  a  little  bit 
more  consumer  durable  spending  than  would  otherwise  be  the  case. 

So  you'll  have  about  $600  billion  of  domestic  capital  in  the  Unit- 
ed States.  Historically  in  this  country,  for  over  50  years,  the  aver- 
age rate  of  return  before  tax  on  capital  invested  in  the  U.S.  econ- 
omy has  been  a  6  percent  real  rate  of  return.  Add  on  3  percent  for 
inflation  in  the  year  2002,  you'll  earn  a  9  percent  rate  of  return  on 
that  capital.  That  will  add  to  gross  domestic  product  by  about  $55 
billion  a  year. 

You  will  also  have  a  buildup  of  foreign  wealth,  which  will  be 
about  $25  billion  a  year  of  added  income  from  abroad.  The  trouble 
with  earnings  overseas  that  Americans  have  is  you  don't  collect 
much  tax  revenue  on  it.  People  don't  pay  taxes  here  in  the  United 
States  on  income  earned  abroad  to  any  significant  extent,  so  it 
doesn't  help  the  budget  situation  very  much. 

The  $54  billion  would  represent  about  .5  percent  increase  in  out- 
put in  the  year  2002.  I  know  that  sounds  small,  but  just  keep  play- 
ing this  game  for  another  decade  and  you  get  much,  much  larger 
increases  in  the  level  of  output  per  capita  here  in  the  United  States 
and  it's  well  worth  it.  You  just  have  to  be  patient.  My  calculation 
is  that  that  would  therefore  add  about  $10  billion  to  government 
revenues  in  the  year  2002,  leaving  you  with  something  around 
$190  billion  a  year  of  program  cuts  that  you  have  to  figure  out  a 
way  to  make  between  now  and  the  year  2002. 

Thank  you  very  much. 

[The  prepared  statement  of  Barry  Bosworth  follows:] 
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Prepared  Statement  of  Barry  Bosworth,  Ph.D.,  Senior  Fellow,  the 
Brookings  Institution  ^ 

Mr.  Chairman  and  members  of  the  committee,  thank  you  for  inviting  me  to  testify 
on  the  effects  of  deficit  reduction  on  the  economy  and  its  implications  for  a  budg- 
etary program  aimed  at  achieving  a  balanced  budget.  I  am  particularly  grateful  that 
you  have  not  asked  me  how  to  balance  the  budget.  My  task  of  discussing  its  implica- 
tions, while  filled  with  uncertainties,  is  still  immeasurably  easier  than  yours.  I 
would  like  to  organize  my  presentation  around  several  separate  issues.  First,  is  the 
economic  outlook  and  projections  of  the  budgetary  situation  provided  by  the  CBO 
a  valid  baseline  from  which  to  evaluate  the  future  implications  of  deficit  reductions? 
Second,  what  would  be  the  effects  of  deficit  reduction  on  the  economy  and  what 
would  be  required  of  monetary  policy  to  prevent  Uie  short-term  effects  of  fiscal  re- 
straint from  translating  into  reduced  output  and  emplojrment?  Third,  what  would 
be  the  intermediate  and  longer-term  benefits  to  the  economy  of  deficit  reduction? 
And,  fourth,  how  would  the  economic  changes  rebound  back  on  the  budget  to  alter 
the  reqviirements  to  achieve  a  balanced  budget  by  2002? 

ECONOMIC  and  budgetary  OUTLOOK 

There  is  an  increasing  amount  of  evidence  that  the  economic  expansion  is  begin- 
ning to  moderate  in  response  to  the  past  year's  shift  toward  restraint  on  the  part 
of  the  Federal  Reserve.  Monetary  policy  suffers  from  a  substantial  lag  between 
changes  in  policy  directives  and  tneir  impact  on  the  economy.  The  result  has  been 
a  faster  pace  of  economic  expansion  over  the  past  year  than  many  economists  would 
have  juciged  to  be  prudent.  In  particular,  the  drop  of  the  unemployment  rate  into 
the  range  of  5.5  percent  has  raised  concerns  about  a  renewal  of  the  inflation  pres- 
sures that  we  experienced  in  the  late  1980's  at  similar  degrees  of  labor  market 
tightness.  At  present,  all  of  the  inflation  indicators  are  very  reassuring,  but  we  need 
to  note  that  cnanges  in  wage  inflation  tend  to  lag  by  about  a  year  behind  changes 
in  unemployment. 

There  is  considerable  debate  over  the  precise  level  of  unemployment  that  will  lead 
to  a  surge  of  wage  inflation,  but  most  of  the  discussion  focuses  on  unemployment 
rates  between  5.5  and  6  percent.  Thus,  I  would  conclude  that  the  economy  is  at  fiill 
capacity,  and  that  future  growth  must  be  constrained  to  the  growth  in  potential  out- 
put. Nearly  everyone  womd  like  the  benefits  of  a  lower  rate  of  unemployment;  but, 
if  the  effort  to  reduce  unemplosmient  by  another  0.5  percent  of  the  population  re- 
sults in  an  acceleration  of  inflation,  the  Federal  Reserve  will  respond  with  a  dose 
of  severe  restraint,  and  we  will  go  through  a  replay  of  the  late  1980's  that  ended 
in  the  recession  of  1990-91.  I  question  whether  the  gains  of  a  slightly  lower  unem- 
ployment rate  are  worth  the  risks  of  another  msgor  recession.  The  current  rate  of 
resource  utilization  is  an  appropriate  point  to  pause  and  evaluate  the  economy's  per- 
formance for  a  year  or  two,  Before  attempting  to  push  unemployment  lower. 

I  believe  that  the  CBO  projections  for  the  economy  over  the  next  2  years  represent 
a  reasonable  balancing  of  the  uncertainties  of  the  economic  outlook.  I  like  their 
basic  approach  of  beginning  with  an  average  of  forecasts  available  form  the  private 
sector — the  "Blue  Chip"  consensus.  This  does  not  mean  that  the  private  forecasters 
are  right,  but  they  are  relatively  unbiased.  Some  departure  from  tne  consensus  fore- 
cast grows  out  of  CBO  discussions  with  an  outsidie  advisory  panel,  but  in  recent 
years  the  two  have  been  very  close.  The  CBO  forecast  incorporates  a  modest  degree 
of  overshooting  in  response  to  monetary  restraint  but  the  growth  rate  recovers  in 
later  years. 

In  the  intermediate  and  longer  term,  CBO  projects  the  economy  in  line  with  a  2.4 
annual  percent  growth  of  potential  output  and  a  constant  2.8  percent  rate  of  infla- 
tion, consistent  with  Federal  Reserve  targets.  The  estimated  growth  of  potential  out- 
put reflects  the  combined  effects  of  a  slower  growth  of  the  labor  force  and  a  continu- 
ation of  past  trends  labor  productivity. 

While  there  appears  to  be  relatively  little  divergence  of  opinion  with  respect  to 
the  labor  force  projections,  some  controversy  surrounds  the  estimate  of  trend  pro- 
ductivity growth  as  some  analysts  believe  that  they  can  perceive  some  recent  im- 
provement. This  is  a  story  that  we  have  heard  repeatedly  over  the  past  decade,  only 
to  see  the  improvement  disappear  with  data  revisions.  While  admitting  a  degree  of 
uncertainty,  I  would  rely  on  a  recent  study  by  Robert  Gorgon  of  Northwestern  Uni- 
versity for  the  Congressional  Budget  Office  which  found  no  evidence  of  a  significant 
break  in  the  historical  trend.  In  recent  years,  we  have  experienced  the  typical  cycli- 
cal gains  in  coming  out  of  the  recession.  Furthermore,  given  the  low  rates  of  past 
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or  trustees  of  the  Brookings  Institution. 
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investment  in  physical  capital,  research  and  development,  and  job  training,  I  know 
of  no  reason  to  be  optimistic  about  the  outlook  for  productivity  growth. 

A  recent  study  at  Brookings  by  Oliver  and  Sichel  took  a  close  look  at  the  role  of 
computers  and  concluded  that  the  potential  effects  are  small  simply  because  ofBce 
computers  constitute  such  a  small  proportion  of  the  total  capital  stock.  Part  of  the 
problem  with  the  reported  data  on  productivity  involves  the  method  of  deflating  out- 
put for  inflation  in  tiie  national  accounts.  The  standard  price  deflators  overstate  the 
role  of  computers  as  we  move  further  away  from  the  base  year  of  1987.  At  this 
point,  the  bias  is  getting  quite  large.  The  use  of  alternative  price  indexes  that  re- 
duce this  bias  lowers  the  estimated  growth  of  real  output  and  thus  the  gain  in  pro- 
ductivity. These  estimates  also  make  more  sense  in  view  of  the  widely  noted  lack 
of  growth  in  real  wages. 

Thus,  I  conclude  Qiat  the  CBO  has  based  its  estimates  of  the  futiire  budget  on 
the  best  available  evidence  on  the  likely  growth  of  potential  output.  While  it  may 
turn  out  to  be  wrong,  it  has  no  apparent  bias  with  equal  risks  in  both  directions. 
The  one  part  with  which  I  disagree  is  their  assumption  that  long-term  bond  rates 
will  decline  from  7.7  percent  in  1995  to  6.7  percent  in  future  years.  I  would  question 
that  such  a  benign  outlook  for  bond  rates  is  consistent  with  further  expansion  of 
the  budget  deficit  and  a  strong  cyclical  recovery  in  the  rest  of  the  world. 

Finally,  I  see  no  reason  to  question  the  CBO  forecast  of  either  expenditvires  or 
revenues.  The  continued  rapid  cost  increases  in  health  care  raise  the  growth  of  ex- 
isting programs  above  that  of  GDP  and  thus  tax  revenues.  While  private  sector 
healui  costs  have  slowed  in  the  last  year,  that  appears  to  reflect  elements  of  man- 
aged care,  rattier  thtin  implying  a  slower  growth  in  health  costs  in  general.  The  ad- 
ministration, however,  does  have  a  slightly  lower  projected  rate  of  health  care  costs. 
It  would  be  nice  to  have  these  differences  resolved;  but,  at  present,  I  would  stick 
with  the  CBO  projections.  The  second  source  of  difference  between  the  administra- 
tion and  CBO  involves  the  assumption  that  methodological  revisions  in  the  CPI  will 
lower  the  differential  between  increases  in  the  CPI  and  the  GDP  price  deflator.  I 
believe  that  the  administration's  treatment  is  incorrect  and  that  changes  in  the  CPI 
will  pass  through  to  the  national  accounts  in  parallel  fashion. 

Thus,  in  what  follows,  I  will  use  the  CBO  projections  of  both  the  economy  and 
the  budget  as  the  baseline  for  discussing  the  effect  of  budget  deficit  reduction  on 
the  economy  and  the  feedback  effects. 

EFFECTS  OF  DEFICIT  REDUCTION 

An  illustrative  path  of  gradual  deficit  reduction,  with  a  target  for  balance  is  sum- 
marized in  Table  1.  The  on-budget  deficit  is  projected,  under  present  policy,  at  $433 
billion  in  2002.  There  will,  however,  be  a  surplus  of  $111  billion  in  the  Social  Secu- 
rity fiind.  If  the  Congress  is  content  to  use  those  moneys  to  finance  general  fund 
outlays,  the  deficit  reduction  target  would  be  $322  billion.  Let  me  also  ignore  the 
tax  provisions  of  the  Republican  contract,  which  if  enacted  would  add  anoQier  $100 
billion  to  the  required  expenditure  cuts  in  fiscal  year  2002.  Furthermore,  the  reduc- 
tion is  assumed  to  be  introduced  gradually  over  the  7  years  of  fiscal  year  1996  to 
fiscal  year  2002. 

Static  Estimates.  The  first  exercise  is  based  on  static  expectations  of  future  GDP 
and  interest  rates.  That  is,  we  assume,  quite  implausibly,  that  the  Fed  takes  action 
in  a  timely  fashion  to  fiilly  offset  the  depressive  economic  effects  of  deficit  reduction, 
keeping  output  and  employment  at  the  levels  of  the  CBO  baseline,  and  that  interest 
rates  remain  unchanged  at  the  levels  projected  by  CBO.  In  that  case,  deficit  reduc- 
tion would  lower  the  government's  annual  interest  costs  by  about  $65  billion  in 
2002.  Thus,  tiie  required  program  cuts  would  total  about  $260  billion.  At  this  point, 
the  interest  savings  arise  solely  from  a  smaller  increase  in  the  public  debt,  and 
there  should  be  no  disagreement  or  controversy.  The  program  cuts,  assuming  that 
Social  Security  and  defense  are  exempt,  would  represent  about  25  percent  of  covered 
outlays. 

Dynamic  Interest  Rate  Responses.  The  deficit  reductions  will  have  direct  effects  on 
the  economy  that  will  act  to  reduce  output  and  employment.  Given  the  gradual  na- 
ture of  the  phased-in  reductions,  I  believe  that  those  problems  are  manageable.  The 
budgetary  cnanges  are  well  within  the  range  of  year-to-year  fluctuations  in  expendi- 
tures that  have  been  successfully  offset  by  changes  in  private  sector  spending  in  the 
past.  However,  the  offset  will  require  significant  reductions  in  interest  rates  to  stim- 
ulate private  sector  demand,  particularly  in  the  area  of  investment  spending. 

Thus,  the  critical  issue  is  the  magnitude  of  interest  rate  reductions  required  to 

Generate  an  increment  to  private  spending  equal  to  the  reduction  in  GOP  induced 
y  fiscal  restraint.  This  is  an  extraordinarily  difBcult  question  to  answer  with  any 
degree  of  precision.  Several  years  ago,  the  Brookings  Institution  sponsored  a  con- 
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ference  at  which  the  major  macroeconomic  modelers  were  asked  to  carry  out  a  com- 
mon set  of  simulations  with  respect  to  changes  in  fiscal  and  monetary  policy.  The 
results  were  extremely  diverse,  particularly  if  the  projections  were  extended  several 
years  in  the  future.  I  think  it  is  fair  to  report  that  the  participants  were  very  sur- 
prised bv  the  lack  of  consensus.  While  the  models  often  agreea  about  the  nature  of 
the  mechanisms  involved,  there  is  very  large  disagreement  about  quantitative  mag- 
nitudes. In  addition,  man^  have  grown  so  large  and  complex  that  only  their  creators 
can  ftilly  understand  their  idiosyncrasies,  hence  the  reference  to  a  black  box.  More 
recently,  a  colleague,  Ralph  Bryant,  used  six  of  these  models  to  estimate  the  re- 
sponse to  an  expenditure  reduction  equivalent  to  3  percent  of  GDP.  After  7  years, 
the  resulting  changes  in  short-term  interest  rates  varied  from  nearly  zero  to  a  de- 
cline in  excess  of  5  percentage  points. 

The  question  is  aifficult  because  there  is  so  much  variation  in  the  estimated  im- 
pacts ot  changes  in  interest  rates  on  investment  and  consumer  spending.  The  DRI 
model,  for  example,  has  a  relatively  low  sensitivity  of  spending  to  interest  rates,  so 
it  requires  relatively  large  reductions  in  interest  rates  to  offset  a  given  amount  of 
fiscal  restraint. 

An  added  complication  arises  once  we  try  to  take  account  of  open  intemationed 
capital  markets  m  which  the  reduction  in  U.S.  interest  rates  induces  an  outflow  of 
capital  to  foreign  markets.  This  dampens  the  decline  in  U.S.  interest  rates,  but  it 
leads  to  an  exchange  rate  depreciation  which  stimulates  exports  and  reduces  im- 
ports. In  that  case,  much  of  the  offset  to  the  fiscal  restraint  will  emerge  in  the  form 
of  an  improved  trade  balance,  rather  than  lower  interest  rates  and  higher  domestic 
investment.  The  effects  were  particularly  evident  in  the  early  1980's  when  a  large 
increase  in  the  deficit  was  part  of  the  stimulus  behind  the  40-percent  rise  in  the 
value  of  the  dollar  and  the  emergence  of  an  enormous  trade  deficit.  The 
globalization  of  capital  markets  is  a  particularly  difficult  problem  for  macroeconomic 
models,  because  the  liberalization  of  international  capital  flows  is  such  a  recent  phe- 
nomenon: there  is  very  little  historical  emerience  from  which  to  draw  lessons.  Some 
evidence,  however,  of  the  extent  to  which  we  operate  in  a  global  capital  system  is 
provided  by  Figure  1,  which  shows  the  coordinated  nature  of  interest  rate  changes 
in  eight  economies  over  the  past  4  years.  The  international  dimension  is  critical  to 
the  evaluation  of  the  response  to  deficit  reduction  in  the  United  States. 

In  the  late  1980's,  the  averaging  of  the  results  from  a  large  number  of  models  led 
many  economists  to  estimate  tne  interest  rate  change  required  to  offset  changes  in 
fiscal  policy  at  about  one  basis  point  per  $1  billion  dollars,  or  a  1-percentage  point 
in  reduction  for  each  $100  billion.  Updating  that  figure  to  the  present  size  of  the 
economy  would  change  it  to  about  $150  bilfion  for  each  1  percentage  point.  In  the 
present  context  that  would  suggest  a  reduction  in  long-term  interest  rates  of  about 
2  percentage  points  would  be  required  to  offset  a  $300  billion  budget  deficit  reduc- 
tion. However,  at  tiie  same  time,  I  would  argue  that  international  capital  markets 
have  become  even  more  open,  and  that  an  increasing  portion  of  the  aajustment  will 
fall  on  the  exchange  rate  and  the  trade  account — particularly  at  a  time  of  cyclical 
recovery  in  the  rest  of  the  world  economy.  Thus  I  would  be  more  inclined  to  suggest 
a  reduction  in  interest  rates  of  about  1.5  percentage  points. 

Even  with  elimination  of  the  budget  deficit,  the  United  States  will  still  have  a 
public  debt  of  about  $5.3  trillion  in  2002.  Thus  even  small  changes  in  interest  rates 
can  have  large  effects  on  the  budget  outlook.  A  second  exercise  that  incorporates  a 
reduction  in  interest  rates  of  1.5  percentage  points,  but  an  unchanged  level  of  GDP, 
would  increase  the  annual  interest  savings  in  the  budget  by  an  additional  $60  bil- 
lion. That  would  reduce  the  required  program  cuts  from  $260  billion  in  2002  to  $200 
biilion.  The  interest  rate  reductions  are  assumed  to  occur  in  line  with  the  phased 
reduction  of  expenditures.  The  interest  cost  savings  are  largely  proportionate  to  the 
change  in  the  interest  rate,  so  that  a  1-percentage  point  reduction  would  save  $35- 
40  billion,  and  2  percentage  points  would  be  wortn  about  $80  billion. 

Dynamic  Output  Effects.  The  major  benefit  from  a  budget  deficit  reduction  results 
from  the  increase  in  national  saving  and  capital  formation.  The  greater  accumula- 
tion of  national  wesdth  will  raise  future  incomes,  and  to  the  extent  that  it  is  re- 
flected in  greater  domestic  investment,  it  will  raise  the  productivity  and  real  wages 
of  American  workers.  One  of  the  great  difficulties  of  convincing  Americans  of  the 
value  of  such  policies  involves  the  long  lags  between  the  increase  in  saving  and  the 
resulting  rise  m  incomes.  Increased  national  saving  is  of  some  net  benefit  to  persons 
of  my  age,  but  it  will  make  a  big  difference  to  my  children. 

How  can  we  estimate  these  gains.  First,  the  benefits  to  Americans  come  from  the 
cumulative  buildup  of  wealth.  The  policy  of  a  phased  reduction  in  the  deficit  will 
reduce  the  public  debt  by  about  $1.2  trillion  by  2002.  We  can  think  of  those  funds 
as  being  returned  to  the  private  sector  and  ask  how  they  will  be  spent.  The  offset 
to  reduced  public  spending  will  be  in  some  combination  of  increased  private  invest- 
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ment,  net  exports,  and  private  consximption.  Again,  the  macroeconomic  models  give 
widely  varying  answers  to  the  question  of  how  the  offset  is  distributed.  A  rough  ap- 
proximation is  to  assume  that  about  half  of  the  offset  will  be  in  private  investment, 
one  quarter  in  net  exports,  and  the  remainder  in  higher  consumption.  Thus,  by  the 
year  2002,  the  net  capital  stock  would  be  increased  by  about  $600  billion.  The  aver- 
age before-tax  real  return  on  capital  in  the  United  States  has  averaged  a  very 
steady  6  percent  over  the  past  several  decades.  If  we  assume  a  nominal  rate  of  re- 
turn of  9  percent  (3  percent  inflation)  the  annual  earning  from  the  higher  capital 
stock  would  total  about  $54  billion. 

In  addition,  the  increased  foreign  investment,  associated  with  the  decline  in  the 
current  account  deficit,  should  earn  an  equivalent  return  or  about  $27  billion.  How- 
ever, most  studies  show  that  the  United  States  collects  very  little  tax  revenue  fi-om 
foreign  income;  so,  for  purposes  of  estimating  the  budgetary  feedback,  it  is  better 
to  focus  on  the  $54  billion. 

The  increase  in  U.S.  GDP  in  2002  is  about  0.5  percent  of  income.  This  may  seem 
small;  but,  if  the  exercise  is  played  out  for  another  decade,  the  level  of  U.S.  GDP 
would  be  about  2.5  percent  higher.  The  problem  is  that  the  gains  build  up  so  slowly 
in  the  early  years  that  they  can  make  only  a  small  contribution  to  deficit  reduction. 
In  the  year  2002  the  increase  in  annual  revenues  would  amount  to  about  $10  bil- 
lion, leaving  the  Congress  with  program  cuts  that  would  still  be  in  the  magnitude 
of  $250  billion. 

In  summary,  an  economic  policy  that  emphasizes  a  return  to  rational  fiscal  policy 
offers  enormous  benefits  to  the  U.S.  economy;  but  we  must  recognize  that  it  oper- 
ates through  a  cumulative  effect  on  national  wealth  that  takes  time  to  translate  into 
higher  incomes.  It  took  us  about  two  decades  to  create  the  current  situation  of  stag- 
nant real  wages  and  falling  incomes  of  many  families.  There  is  no  magic  bullet  that 
can  undo  the  costs  of  those  past  policy  mistakes.  For  many  years,  Americans  having 
been  living  beyond  their  means,  forsaking  saving  for  the  immediate  benefits  of  in- 
creased public  and  private  consumption,  and  borrowing  heavily  from  other  coun- 
tries. The  adjustment  to  a  more  sustainable  path  will  be  painful  but  necessary. 

TABLE  1.— ILLUSTRATIVE  CALCULATIONS  OF  THE  PATH  TO  A  BALANCED  BUDGET 
[Billions  of  dollars] 

Fiscal  year 


1995  2002 


Baseline  Budget: 

Revenues  

Expenditures 

Deficit 

Static  Estimation: 

Program  reductions 
Debt  sevice 

Total  reductions  . 

Dynamic  Interest  Effects: 
Program  reductions 
Debt  sevice 

Total  reductions  . 

Dynamic  Output  Effects: 
Program  reductions 

Debt  sevice 

Added  revenues  

Total  reductions  . 


1,355 
1,531 

1,860 
2,202 

176 

322 

-259 

-64 

-322 

-198 

-124 

-322 

-187 

-125 

10 

-322 
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Chairman  Kasich.  Thank  you,  Doctor.  We  are  told  that  Dr. 
Brinner  is  fogged  in  and  is  apparently  in  a  car  on  his  way  from 
Baltimore,  so  we  hope  he'll  be  here  soon. 

Let  me  first  of  all  ask  Dr.  Roach  why  it  is  that  you  have  a  dis- 
agreement with  the  other  two  panelists  on  the  long-term  trend 
here  on  productivity?  Why  do  you  see  higher  productivity  gains 
than  the  other  two  panelists? 

Mr.  Roach.  First  of  all,  I  think  my  conclusions  are  very  similar 
to  the  numbers  that  were  presented  by  Dr.  Meyer.  I  think  the  issue 
that  I  have  really  is  with  Barry  Bosworth.  And  let  me  say  that 
Barry  Bosworth  probably  doesn't  remember  this  but  about  23  or  24 
years  ago,  I  was  a  research  fellow  myself  at  the  Brookings  Institu- 
tion and  I  was  assigned  to  him.  He  was  my  adviser.  And  he  played 
a  formative  role  in  shaping  my  interest  in  capital  formation,  which 
has  been  with  me  ever  since. 

But  having  said  that,  I  do  disagree  with  many  of  the  conclusions 
that  he  offered  on  productivity,  especially  the  comparison  that  this 
has  been,  based  on  the  analysis  of  Robert  Gordon,  a  very  conven- 
tional cyclical  rebound  in  productivity.  I  think  it's  important,  in 
trying  to  understand  the  distinction  between  cyclical  and  secular 
forces  to  recognize  that  all  recoveries  are  not  alike. 

In  strong  recoveries  you  get  strong  rebounds  in  productivity 
cyclically  and  in  weak  recoveries  you  get  weak  rebounds  in  produc- 
tivity cyclically.  The  1960's  was  our  strongest  GDP  recovery  and 
our  strongest  productivity  recovery.  And  the  cycle  of  the  early 
1970's  was  the  weakest  on  both  scores. 

It  is  in  this  context  that  you  have  to  assess  what's  gone  on  in 
the  1990's.  This  has  been  a 

Chairman  Kasich.  Let  me  try  to  get  this  from  being  a  lecture 
into  a  question  and  answer.  Why  are  you  a  half  a  point  higher  in 
productivity  projections  than  the  other  two  guys? 

Mr.  Roach.  Well,  this  has  been  a 

Chairman  Kasich.  And  I  think  that  probably  Dr.  Brinner  would 
agree  with  you  on  this. 

Mr.  Roach.  This  has  been  a  decidedly  weak  recovery  in  GDP,  but 
the  productivity  gains  have  been  given  the  deficiency  in  terms  of 
output  about  half  a  point  faster  than  they  should  have  been.  This 
estimate  is  based  on  the  traditional  relationship  between  productiv- 
ity and  GDP  in  the  first  4  years  of  an  economic  expansion.  So  the 
numbers,  to  me,  point  to  a  considerably  stronger  improvement  in 
productivity  than  we  should  have  seen. 

Chairman  Kasich.  You're  straining.  Doctor,  go  ahead. 

Mr.  Meyer.  I  just  want  to  make  clear  that  my  estimates  of  trend 
and  productivity  are  not  close  to  Steve's  and  are  much  closer  to 
BanVs  and  I  want  to  explain  why.  The  1.5  percent  that  I'm  using, 
which  is  higher  than  the  previous  decade,  only  justifies  GDP 
growth  of  2.3.  In  order  to  get  the  2.75  that  Steve  projects,  you'd 
need  to  have  nonfarm  productivity  growth  in  the  range  of  2  or  2.25 
percent  a  year.  That  would  take  us  back  to  the  golden  era  of  the 
1960's  through  the  very  early  1970's.  Well,  that  would  be  nice. 

The  half-percentage  point  above  that,  the  half-percentage  point 
additional  increment  that  Steve  needs,  is  exactly  the  distortion  in 
the  data  that  we're  seeing  now.  I  think  that's  the  difference  be- 
tween Steve's  numbers  and  Barry's  numbers  and  mine.  We  take 
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out  that  half  a  percentage  point  that  makes  productivity  growth 
look  higher,  that  we  attribute  to  a  statistical  illusion. 

Chairman  Kasich.  Let  me  get  to  what  I  think  is  an  essential 
question.  All  three  of  you,  all  four  of  you — welcome,  Doctor — are 
projecting  if  we  have  significant  deficit  reduction.  And  I  think 
you're  defining  it  as  about  $300  billion,  and  I  assume  you're  pro- 
jecting that  from  a  baseline.  I  thought  the  only  people  that  thought 
that  way  was  people  here,  but  now  I  see  there  are  even  some  on 
Wall  Street  that  think  that  wav. 

Let  me  just  suggest  to  you,  by  the  way.  Dr.  Roach,  that  in  order 
to  honor  the  Contract  For  America  and  balance  the  budget  by  2002, 
the  Federal  Grovemment  would  spend  $2  trillion  more  than  it  has 
over  the  last  7  years,  as  opposed  to  $3  trillion.  Just  keep  that  in 
mind.  We're  not  talking  about  government  getting  smaller,  we're 
talking  about  government  getting  bigger  by  the  tune  of  $2  trillion. 

But  here's  really  the  essential  question.  All  of  you,  looking  at  sig- 
nificant deficit  reduction,  say  that  there  will  be  higher  growth  than 
CBO.  The  administration  even  projects  higher  growth  than  CBO. 
What  the  administration  doesn't  predict  are  lower  rates.  All  of  you 
see  lower  long-term  rates.  The  administration  sees  higher  long- 
term  rates. 

Are  you  all  in  agreement  that  if  we  have  significant  deficit  reduc- 
tion, we  will  see  lower  long-term  rates  for  our  economy? 

Mr.  BoswoRTH.  The  administration  is  not  going  to  be  trving  to 
tell  you  that  interest  rates  would  go  up  if  you  had  deficit  reduction. 

Chairman  Kasich.  The  administration  is  projecting  faster  GDP 
growth  but  higher  long-term  rates  because  the/re  absent  any  defi- 
cit reduction  strategy. 

Mr.  Roach.  That's  right. 

Chairman  Kasich.  So  what  I  want  you  to  answer  is  that  while 
the  administration  agrees  the  economy  is  going  to  grow  faster  than 
CBO  projections — I  happen  to  agree  with  that — ^the  administration 
forecasts  higher  long-term  rates.  If  we,  in  fact,  have  significant  def- 
icit reduction  will  we  see  lower  long-term  rates  and  by  what  kind 
of  numbers?  Why  don't  we  start  with  Dr  Roach? 

Mr.  Roach.  There's  no  mistake  in  my  mind  that  you  will  see 
lower  long-term  interest  rates.  I  really  hesitate,  though,  to  frame 
the  answer  down  to  the  last  basis  point.  I  think  it  depends  on  the 
way  in  which  the  deficit  is  reduced.  And  I  think  it  also  depends 
upon  the  reasonable  response  of  the  monetary  authority.  If  you  go 
to  a  balanced  budget  by  the  year  2002,  you  could  certainly  see 
meaningful  reductions  in  long-term  interest  rates,  but  I  would  not 
want  to  be  pinned  down  and  say  it  would  be  148  basis  points. 

Chairman  Kasich.  But  you  would  see  lower  long-term  interest 
rates,  not  higher  long-term  rates? 

Mr.  Roach.  Absolutely,  yes. 

Chairman  Kasich.  Dr.  Meyer? 

Mr.  Meyer.  Assuming  the  Fed  cushions  and  offsets  the 
contractionary  impact,  we  think  long-term  rates  will  be  down  1.7 
percentage  points.  I  don't  mind  framing  it  in  specifics.  That's  what 
I  would  think,  1.7. 

Chairman  Kasich.  Dr.  Bosworth,  then  we'll  come  to  you.  Doctor? 

Mr.  Bosworth.  I  think  it  would  be  down,  sharply,  about  one  or 
1.5  percentage  points. 
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Chairman  Kasich.  So  you're  suggesting  that  long-term  rates 
would  be  down  1  to  1.5  percent  lower  with  an  administration  that's 
forecasting  higher  long-term  rates  in  absence  of  credible  deficit  re- 
duction? 

Mr.  BoswORTH.  Let's  be  clear.  We're  saying  first  there's  some 
baseline  if  you  don't  do  anything  about  the  budget  deficit.  I  happen 
to  agree  with  the  administration  that  long-term  rates  would  stay 
very  high.  Now  if  you  have  deficit  reduction,  once  you  do  that, 
whatever  the  interest  rates  otherwise  would  have  been,  they  would 
drop.  This  is  a  very  uncertain  number  to  be  pinned  down  on. 

Chairman  Kasich.  But  drop? 

Mr.  BoswORTH.  Definitely.  There's  no  other  way  to  offset  the  fis- 
cal restraint  except  to  have  interest  rates  come  down  dramatically. 
Otherwise,  we'll  have  a  recession. 

Chairman  Kasich.  Sure,  but  in  light  of  the  fact  that  Chairman 
Greenspan  said  we  will — well,  we'll  hear  tomorrow  what  he  had  to 
say.  It  will  be  interesting. 

Mr.  Roach.  Wait  a  second,  let  me  just  say  one  thing.  The  Fed 
can  offset  deficit  reduction  by  lower  short-term  rates.  It  is  the  judg- 
ment of  investors  in  the  marketplace  that  will  give  you  the  answer 
on  long-term  interest  rates. 

Chairman  Kasich.  Sure,  I  understand  that.  But  you  believe, 
you're  an  expert,  that's  why  we  had  you  here.  But  your  view  is  that 
if  we  have  credible  deficit  reduction  we  will  have  lower  long-term 
rates? 

Mr.  Roach.  I  do. 

Chairman  Kasich.  Dr.  Brinner,  do  you  want  to  just  comment  on 
that  question? 

STATEMENT  OF  ROGER  E.  BRINNER,  Ph.D. 

Mr.  Brinner.  I  apologize,  first,  for  being  late.  I've  been  tr3dng  to 
cut  through  a  different  kind  of  fog  to  get  here  through  the  Wash- 
ington airport.  I  finally  went  into  Baltimore  and  took  a  car  down. 

In  my  testimony,  I  have  exhibits  on  pages  21  through  25,  trying 
to  give  you  some  comfort  level  about  how  much  interest  rates  could 
decline.  I  think  the  exhibit  at  the  top  of  page  21  may  give  you  the 
best  gut  feeling  for  the  historical  patterns  that  I  think  would  re- 
peat themselves. 

When  we  were  in  the  1950's  and  1960's,  we  ran  deficits  that,  ad- 
justed for  the  state  of  the  economy,  were  less  than  a  half  a  percent 
of  GNP.  In  that  era,  we  had  bond  rates  around  4  percent  for  10- 
year  government  bonds.  The  worst  experience  was  in  the  1980's, 
and  you  can  see  that  in  the  upper  right-hand  panel,  where  we  had 
deficits  that  were  on  the  order  of  3  percent  of  GNP  and  long-term 
bonds  9  to  10  percent.  In  the  1990's,  we've  moved  partway  back. 

Over  the  next  decade,  our  forecast  assumes  as  a  baseline  that 
you  get  some  deficit  restraint.  But  then  I  compare  that  to  a  full 
push  to  a  balanced  budget  by  the  year  2002.  That's  the  box  that 
I  designate  special  simulation.  And  in  that  world,  we're  almost 
back  to  the  1960's  and  the  long-term  bond  yield  is  down  into  the 
4  to  5  percent  range.  As  a  difference  from  a  baseline  where  that 
kind  of  forceful  action  isn't  taken,  I  see  rates  being  2.25  points 
lower  at  the  long  end. 
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I  believe  that  the  Federal  Reserve  would  support  that  for  two 
reasons.  They  would  support  it  not  just  because  you  need  to  buffer 
the  short-term  kind  of  contractionary  impulse  of  lower  spending; 
but  also  because,  as  we  all  would  agree,  there's  a  virtuous  cycle 
that  gets  started  of  lower  interest  rates  giving  you  more  invest- 
ment giving  you  a  higher  speed  limit  for  the  economy.  So  the  Fed 
can  indeed  provide  more  liquidity  to  match  that  higher  growth  po- 
tential. 

And  some  of  the  exhibits  that  follow  show  you  just  how  you  piece 
this  together  between  Fed  action  and  private  market  action.  But  I 
believe  short-term  rates  could  be  down  1.5  points  and  long-term 
rates  2.25. 

[The  prepared  statement  of  Roger  E.  Brinner  follows:] 
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Prepared  Statement  of  Roger  E.  Brinner,  Ph.D.,  Executive  Director  and 
Chief  Economist,  DRI/McGraw-Hill 

Prospects  for  the  Economy  in  1995-1996 


The  lowest  unemployment  rate  consistent 
with  stable  inflation  has  been  achieved. 

Federal  Reserve  actions  to  date  are 
sufficient  to  cap  inflation  near  current 
levels. 

A  marked  deceleration  in  growth  has 
begun;  this  is  likely  to  bring  moderately 
rising  unemployment  within  a  year. 

Strong  exports  and  late-cycle  capital 
spending  growth  should  prevent  a 
traditional  recession. 


Summary  of  the  Near-Term  Outlook 


1994   1995   1996 


Unemployment  Rate 

6.1 

5.4 

5.9 

Real  GDP  Growth  (annual) 

4.0 

2.7 

1.8 

(Q4/Q4) 

4.0 

1.6 

2.5 

Housing  Starts  (million) 

1.44 

1.33 

1.28 

Consumer  Price  Inflation 

2.6 

3.1 

3.2 

Productivity  Growth 

2.1 

0.6 

1.2 

Prime  Rate 

7.14 

9.38 

8.27 
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"Full"  Employment  Was  Achieved  in  1994, 
Forcing  the  Federal  Reserve  to  Act . 

The  Unemployment  Rate  During  Recoveries 

(Percent  Unemployed  at  Selected  Intervals  after  a  Recession  Trough) 


•  1 

8  - 
7  - 
6  - 

■ 

1 

M 

4  Quarters                8  Quarters               12  Quartars              16  Quarter* 
■  1991:1  Racasslon  Trough  ■Average  of  Last  Thraa  Major  Recasalona 

The  Federal  Reserve  Acted ... 

..And  the  Bond  Market  Overreacted  in  1994. 

The  Peak  in  Rates  Should  Be  at  Hand 

I  Percent)  Seems  as  if  they  have  already  peaked  .. 


6  -^ 


4  -- 


History 


Forecast 


--8 


--6 


--4 


2  liiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiniiiiiiiiiiiimihiiiiitiiiiimtiml  2 

1991:1  1992:1  1993:1  1994  1995  1996 


•3  Month  Bill-   -    1  Yr.  Bond 
■5Yr.  Bond     30  Yr.  Bond 


■10  Yr.  Bond 


53 


A  Year  After  Rates  Rise, 
the  Economy  Usually  Shifts  Gears 


Beainning  of 

NBER-Desianated 

Lafl 

Rate  Hikes 

Cyclical  Peak 

(Months) 

November  1952 

July  1953 

8 

August  1956 

August  1957 

12 

March  1959 

April  1960 

13 

December  1964 

February  1966* 

14 

December  1968 

December  1969 

12 

June  1972 

November  1973 

17 

July  1979 

January  1980 

6 

July  1980 

July  1981 

12 

June  1985 

February  1986* 

8 

May  1988 

July  1990 

26 

February  1994 

Mean 

13 

*Soft-landJngs  without  National  Bureau  of  Economic  Research  (NBER)  peak. 


Among  the  Problems  Ahead: 

Builders  Have  Built. 
..an  Inventory  of  Unsold  Homes 

(Single-family  homes  for  sale,  millions) 


0.2 
198 


llllllllllllllllllllinillllllllllllllllllllllllllllllllllllMIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIHHHIIIHIIIMIIIIII^ 

0:1     1982:1     1984:1     1986:1     1988:1     1990:1     1992:1     1994:1 
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The  New  Home  Construction  Cycle 

is  Fairly  Predictable: 

Weakness  Is  Now  Emerging 

(Millions  of  single  family  housing  starts) 


*  ■■*■ 


-0.2    -L 

1978:1 


1980:1      1982:1      1984:1      1986:1      1988:1      1990:1      1992:1      1994:1      1996:1 
|— Achitl  OR  I  Pur»  M«d»IFi>  —Error  (4-qmrt»r  »y»r»g«)  | 


But  Home  Construction  Has  Been  Trimmed^ 
Not  Traumatized,  by  Higher  Rates 

Gains/losses  due  to  changes  in  affordability  and  confidence 
relative  to  historic  mean  values  of  these  factors 


1966:1 


1968:1 


1980:1 


1962:1 


1964:1 


1996:1 


^ChangBstDAflbrcfeblity  —  ConsuTBrCorficterce 
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Auto  Industry  Cycles  and  Trends 

Can  Also  Be  Understood: 

The  Peak  is  at  Hand 

Actual  Sales  and  Predicted  Sales,  Quarteriy  Values  1968-96 


20  - 

r   Millions  of  vehicles  sold 

15  ■ 

A^yA,     /'^V^^^ 

■^ — 

10  - 

^\r         VVy/                ^^ 

5  - 

■  dk  ki..i.i.     d        .iLii     i^^.i 

6  1       70l                    7S                       to                       tS        1             BO                       •» 

-^Actual  FIttad  ■■DifUrane* 

The  Consensus  is  Converging  Toward 
Peak  Sales  of  15-15.5  million  Vehicles 

(U.S.  Sales,  Millions  of  cars  and  light  trucks  ) 

1994  1995  1996 

DRI  Forecasts  as  of: 


February  1995 

16.1 

16.3 

14.4 

November  1994 

16.0 

16.3 

14.4 

April  1994 

16>4 

15.0 

14.6 

November  1993 

14.8 

14.7 

14.3 

April  1993 

14.8 

14.7 

14.9 

Auto  Manufacturers'  Forecasts 

January  1995     Ford 

15.6 

. 

General  Motors 

15.3 

15.3 

Chrysler 

15.5 

16.1 

Average 

15.5 

November  1994  Ford 

15.5 

General  Motors 

15.3 

Chrysler 

16.2 

Average 

16.7 

April  1994       Ford 

15.3 

15.6 

General  Motors 

15.0 

15.3 

Chrysler 

15.3 

16.5 

Average 

16.2 

16.8 
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Exports  Are  Likely  to  Offer  Strong  Support 

to  U.S.  Growth 

Even  With  Problems  in  Mexico 


Loss  D 

ueto 

Revised 

Export  Growth  Rates 

PesoC 

risis 

Growth  Rate 

1995 

1996 

1995 

1996 

Consumer  Goods 

-3.2 

-4.9 

11.7 

5.8 

Vehicles  &  Parts 

-2.1 

-1.2 

11.1 

10.3 

Industrial  Supplies 

-2.0 

-2.8 

11.1 

1.4 

Food,  Feed,  and  Beverages 

-1.9 

-0.3 

11.5 

-3.0 

Other  Capital  Goods 

-1.6 

-1.6 

6.3 

10.0 

Total 


-1.9 


-2.3 


9.2 


5.7 


The  U.S.  Market  Share  of  Global  Trade  is  Strong, 

Partially  Driven  by  a  Return  of  the  Dollar 

to  a  Goody  Competitive  Level 


(trade  share;  percent;  exchange  rate:  index  1980=1.0) 


History 


Forecast* 
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Inventories  Have  a  Large  Cyclical  Role  & 
the  U,S.  Has  Now  Benefited  for  Two  Years; 
Restraint  Here  Will  Create  Slower  Growth 

Contribution  of  Inventory  Spending  to  GDP  Growth  (%  Points) 


Vertical  Lines  Represent  NBER-Designated  Peaks  or  Soft-Landings 


Sources  of  Growth  in  1994: 

Actual  and  Predicted* 

(Percentage  point  contribution  to  real  GDP  growth) 


GOP 

Rnai  Sales 

Consunpticn 

Equipment 

Nonres  Const 

Residential 

InNAentorles 

GovenvTEnt 

Net  Exports 


[ 

. 

1           1           1 

1        1 

■  FcTRcaj 

□  Actual 

■\ 

■hhLl_, 

f 

1 

'February,  1994  Control 
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Inflation  Can  Be  Seen  in  Commodity  Prices, 
But  Minimal  Labor  Cost  Growth  Has  Limited 
the  Inflation  Seen  by  Consumers 


(Wholesale  prices,  annualized  percent  change) 


14  - 

- 

^        History 

Forecast 

-  14 

»  - 

- 

L        /^ 

V 

■  9 

4  - 

-1    ■ 

i 

Pjm^ft^ 

St  -i|6PiViP 

^^,P,i,P,P,P,^,P,P,P 

-  4 

-  -1 

H 

wwr 

■ 

-6  - 

1 

1 

If 

■ 

-  -6 

-11    - 

■ 

r 

■ 

-  -11 

-16  -I 

L 

■ 

- 

-  -16 

1992 

1993                  1994                  1999                  1996                  1997 

|iBBiFu«l  &  Powar              Chemicals   -    -    Pulp  &  Paper  | 

Controlled  Inflation  Reduces  the  Risk  of  a 
Traditional  Recession  Developing 


(Percent  change  versus  a  year-ago) 
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Prospects  for  the  Economy  through  2002 

Slower  population  grovy^h  means 
slower  labor  force  growth. 

Productivity  growth  will  be  continue  to  be  hurt  by 
inadequate  private  investment. 

But, 

Tax  changes  could  boost  labor  force  participation  by 
second  earners  and  retirees. 

Welfare  reformed  to  workfare  could  add  add  over  a 
million  productive  employees. 

Gradual  achievement  of  federal  budget  balance 
would  greatly  bolster  private  investment. 
Capital  gains  tax  cuts  would  also 
boost  national  growth. 


Summary  of  the  Medium-Term  Outlook 


1982-94 

1995-2002 

Unemployment  Rate 

6.9 

5.8 

Real  GDP  Growth  (annual) 

2.9 

2.4 

Housing  Starts  (million) 

1.4 

1.3 

Consumer  Price  Inflation 

3.8 

3.4 

Productivity  Growth 

1.3 

1.4 

Prime  Rate 

9.4 

7.9 
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Adult  Population  Growth  Has  Fallen 
to  Approximately  1%  Per  Year 


population  by  age  group,  millions 


t  t  t  M  t  I  I  t  I  t  I  I  I  M  I  I  I  I  I  I  I  I  I  t  M  I  I  M  M  t  I  M  t  I  t  I  I  I 
1969    1970    197S    1980    1989    1990    1999    2000    2009 


— •  •MaU(20-S4) 


'F«mal*(20-64) 


T«anag*r« 


Population  Growth  Rates 
by  Age  and  Sex 


Average  Growth  Rates 


60's        70's        BO'S      90-94      95-99     2000-05 


Males  (20  to  64) 

1.1 

1.9 

1.4 

1.0 

0.9 

1.0 

Female  (20  to  64) 

1.2 

1.8 

1.2 

0.9 

1.0 

1.0 

Retirees  (above  65) 

2.6 

2.4 

2.0 

1.6 

0.8 

0.9 

Teenagers  (16  to  19) 

3.6 

1.5 

-1.5 

-1.1 

2.4 

0.9 

Total 

1.6 

1.9 

1.2 

0.9 

1.0 

1.0 

61 


The  Labor  Force  Will  Also  Grow 
Only  Slightly  Faster  Than  1%  Per  Year 


Average  Growth  Rates 


History 


Forecast 


Total  Labor 
Fore* 


■  60's  BTO'S  BSO't  □90-94  ■95-99  ■2000-2005 


Teenage  and  Female  Components 
Will  Exhibit  the  Fastest  Growth 


(average  labor  force  growth  rates,  1995-2002) 

2.S  -| 
2  - 

1.5  - 
1  - 

0.5  - 

0  ■ 

-0.5  • 

Fernales 

Males          ^^^^^^H 

WBBB^S^^^^^^^k    Retirees 

Teenagers 

^^^^^H 

-1  -1 

88-997  -  95  -  3 


62 


The  Labor  Force  Is  Rising  at  a  Similar 
Pace  Because  the  Big  Gain  From  Women 
Becoming  New  Earners  Appears  Past 


Labor  Force  by  Age-Sex  Group,  Millions 


I  t  I  I  I  I  M  I  I  I  t  I  I  I  I  I  I  I  I  I  M  I  I  I  I  I  I  t  I  t  If  M  I  t  I  I  t  I  t  I 
1969    1970   1979    1980    1989    1990    1999    2000   2009 


•Mai*  (20-84) 


'Famal*  (20-84) 


Ttanagars 


Participation  Rates,.. 

..  for  Prime-Age  Women  Rose  to  Nearly  Match  Those  of  Men 
„while  retirees  are  less  inclined  to  work. 


Percent  of  each  age-sex  group  participating  in  the  labor  force 


<  M  t  I  I  I  I  I  I  M  I  I  I  I  t   M  I  I  I  M  I  I  I  I  I  I  I  I  I  I   M   I   I  I  I  I  I   I 
1989        1970        1978        1980        1989        1990        1999        2000        2009 

•    *Mal««  Famalat    -^    'Ratlaraa      »«     Taanagara 
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The  Recent  Gains  in  Productivity 

Are  Not  At  All  Exceptional: 

They  Reflect  Normal  Cyclical  Boosts  and 

Responses  to  Capital  Formation 

The  Future  Is  Likely  to 

Resemble  the  Recent  Past 

Unless 

National  Saving  and  Investment  Improve  and 
More  People  Want  to  Work 


Key  Contributors  to  Long-Term  Growth 

Average  Growth  Rates 
1982-1994         1995-2002 

Labor  Force  1.5  1.3 

Capital  stock  2.8  3.1 

R&D  Expenditures       4.3  3.7 

Potential  GDP  2.35  2.44 

Productivity  1.13  1.44 
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Productivity  Growth  is  Always  Best 
in  the  Opening  Years  of  a  Recovery 


(percent  change) 


(percent  change) 


1966  1971  1976 

ES:i23R«al  OOP  (laft  •cala) 


1981  1986  1991  1996 

-^Productivity  (right  tcaU) 


This  Recovery  Has  Not  Been  Exceptional 
in  Terms  of  Productivity  Growth 

Cumulative  Productivity  Growth  During  Recoveries 

(Cumulative  %  Gain  at  Selected  Intervals  after  a  Recession  Trough) 


10  -1 

r 

'— ^1 

J 

B1991:1  Recession 
Trough 

■  Average  of  Last 
Three  Mojor 
Recessions 

4                    8                   12                  16 
Qtrt.          Qtri.          Qtrs.          Qtrs. 
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Total  Business  Capital  Stock  Growth  Has 
Been  Low  By  Postwar  Standards... 


Average  Growth  Rates  of  Total  Nonresidential  Capital  Stock 


I60'a      ■70'«      BSO'S      B  90.94 


...In  Spite  of  Exceptional  Growth 
in  Computer  Equipment 


Average  Growth  Rates  of  Capital  Stock  in  Computers 


so  J 

29  ■• 

20     • 

15  -■ 

10  -- 

5  ■• 
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Net  Investment  is  Exceptionally  Low 

Capital  Spending  as  a  %  of  GNP  Has  Been  Declining  and 
More  of  this  Spending  is  on  Short-Lived  Equipment 


,  ^       Investment  Relative  to  GDP,  % 


0  I  I  I  I  M  I  M  I  M  I  It  I  I  M  I  I  I  I  I  t  I  M  M  I  M  M  I  M  I  I  I  I  I  I  I  t  I  I 
1946   1991    1996   1961   1966   1971   1976   1981   1986   1991 


Growth  in  Other  Forms  of  Capital  Has 
Also  been  Weak  in  the  1990s 


(average  growth  rates) 


60's  70'S  80't  90-94 

■  Public  Infrastructures    ■Private  R&D  Capital  Stock 
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WE  CAN  DO  BETTER 

Increase  capital  formation  through 
diligent  pursuit  of  budget  balance 
and  lower  capital  gain  taxation . 

Motivate,  not  penalize,  work  effort  through 
tax  changes  and  workfare. 

Support  education  reform  and  training. 


Budget-Balancing  Need  Not  Be  Painful  Nor  Partisan: 
Our  Earlier  Studies  of  a  Concord  Coalition  Plan  for  Budget 
Balance  by  2003  Demonstrated  that  as  the  Government 
Shrinks,  Interest-Sensitive  Sectors  Will  Rise 

(Real  Spending  by  sector,  percent  change  relative  to  baseline) 


-    -    Capita 

Spending 


•Rtaldantlal 
Cenatruetlen 


2002  2009 

Experts 
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To  Update  the  Nonpartisan  Concord  Coalition 

Work  in  the  Context  of  Current  Policy  Debates, 

DRI  Has  Created  a  Special  Simulation  : 

Our  Implementation  of  a  Balanced  Budget  in  2002  Includes: 

«  Elements  in  Common  with  the  Republican  Contract 

-  Personal  Tax  Cuts  (Bad  Economics;  Good  Politics?) 

-  50%  Capital  Gains  Tax  Cut  (16.5%  top  rate) 

-  Welfare  Reform 

-  Greater  Work  Incentives  (Marriage  Penalty  Reduced  and 
Social  Security  Earnings  Limit  Raised) 

-  Some  Specified  Spending  Cuts  and  Transfers  to  States 

-  But  not  the  Extra-Generous  Investment  Incentives  or 
Inflation  Indexation  of  Gains 


DRI  Has  Created  a  Special  Simulation  : 


Our  Implementation  of  a  Balanced  Budget  in  2002  Includes: 
«  From  the  Congressional  Budget  Office  Options  "Menu: 

-  1  Percentage  Point  Reduction  in  Social  Security 
Indexation 

-  Taxation  of  Above-Average  Employer-Paid  Health 
Benefits 

-  A  Wide  Range  of  Other,  Reasonable  but  Tough 
Options 
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The  Simulation  Reflects  the  Call  for  A 
Much  Smaller  Economic  Role  for  the 
Federal  Government 

Federal  Spending,  Including  and  Excluding  Interest,  Relative  to  GDP 


0.14 
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1960   1965   1970   1975   1980   1985   1990   1995 


2000       2005 


SPEC.  SIM. 
SPECIAL  SIM 


-EXCL.  INTEREST 
-TOTAL  SPENDING 


Lower  Spending  is  Forced  by 

Tax  Cuts  and  Budget  Balance  in  2002 


Taxes  Relative  to  Inconrie 


0.14    I   I   I  I   I   I   I   I   I   I   I   I   I   I   I   I   I   I   I   I   I   I   I   I   t  I   t   I   I   I   I   I   I   I  I   I   I   I   I   I   I   I   I   I   I   I 
1960  1965  1970  1975  1980  1985  1990  1995  2000  2005 


•PER. TAXES  /PER.  INCOME  --    SPEC.  SIM. 
•TAXES /ONP  *'•    SPEC.  SIM. 
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Fiscal  Impacts,  Including 
Responsible  Economic  Feedbacks 


($  Billions,  Average  change  from  baseline) 

1996      1996-2000    2001-2005 


Federal  Taxes 

•24 

-15 

-32 

Federal  Spending 

Deffense 

-9 

-19 

-28 

Non-defense  (exd.  Intere 

42 

-65 

-102 

Net  Stimjius  (-t-yRestraint 

-28 

69 

-98 

Interest  Savings 

^ 

-30 

-106 

Federal  Deficft 

33 

99 

204 

Federal  Debt  (1995  $  per  Household) 

-280 

-1803 

-7475 

This  Budget  Balancing  Produces  Interest 
Savings  Equal  to  Program  Savings  by  2003 


Billions  of  dollars,  changes  relative  to  baseline) 


1999  1996  1997  1998  1999  2000  2001   2002  2003  2004  2009 

-lnt«r««t  Saving* 


mniniTotal  Daflcit 
Reduction 


-    Program  &  Tax 
Changts 
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Aggressive  Federal  Borrowing  Forces  High 

Bond  Yields  and  a  Balanced  Budget  offers  a 

Return  to  better  norms 
10  Year  Bond  Yields  (Percent) 


60's  . 
*50's 

1— 

DRI's 
Baseline 

2001-2005 

•  • 
1995-2000 

90's 

* 

1 

80's 

• 

"Special  Sim.' 
1995-2000 

♦  2001-2005 

70's 

• 

1 

1 

1— 

1 

Cyclically  Adjusted  Federal  Deficit  as  a  %  of  GDP 


Interest  Rates  and  Budget  Deficits: 
We  Can  Go  Back  Toward  the  50' s  &  60s 


Market  Rates 
Average  Over  10-year  Fed  Funds  T-bills 


Federal  Deficit/GDP 
Actual  Cyclically  Adj 


50*8 

3.28 

2.50 

2.00 

0.0% 

0.3% 

60's 

4.67 

4.18 

3.98 

0.2% 

0.7% 

70's 

7.50 

7.10 

6.29 

1.7% 

1.4% 

80's 

10.60 

9.97 

8.82 

3.6% 

2.8% 

90-95's 

7.37 

5.15 

4.95 

3.2% 

2.4% 

Baseline 

96-2000 

7.17 

5.27 

4.90 

2.5% 

2.0% 

2001-2005 

7.24 

5.25 

4.86 

2.4% 

1.9% 

Special  Sim.  with  Balanced  Budget  in  2002 

96-2000 

5.64 

4.09 

3.87 

1.2% 

0.7% 

2001-2005 

4.39 

3.09 

2.98 

0.0% 

0.4% 
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Once  Again,  the  Analysis  Confirms  This  Budget- 
Balancing  Need  Not  Be  Painful:  As  the  Government 
Shrinks,  Interest-Sensitive  Sectors  Will  Rise 

(Real  Spending  by  sector,  percent  change  relative  to  baseline) 


Summary  of  Sectoral  Impacts 
(%  Difference  from  Baseline) 


GDP  and  Sectors 

1996 
-0.1 

1996-2000 

2001-2005 

Real  GDP 

0.5 

2.2 

Consumer  Goods 

0.0 

-0.1 

0.1 

Capital  Spending 

0.1 

3.1 

7.1 

Residential  Constmction 

1.8 

5.1 

6.7 

Federal  Purchases 

-4.1 

-6.5 

-7.8 

Exports 

0.1 

1.6 

5.2 
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Lower  Interest  Rates  Are  an  Absolutely 
Logical  Impact  of  Budget  Balancing 

Interest  rates  are  the  "price"  of  national  savings;  when  savings  are  scarce, 
rates  are  high,  and  when  savings  are  plentiful,  rates  are  low. 

Scarcity,  thus  rates,  reflect  both  demand  and  supply.  Budget  balancing 
improves  both,  creating  a  double  downward  pressure  on  interest  rates.. 

Obviously,  if  the  federal  government  is  borrowing  less,  the  demand  for 
savings  is  lower  by  definition.  The  drive  toward  a  balanced  budget  reduces 
the  annual  borrowing  (the  deficit)  and  the  accumulated  borrowing  (the  debt). 
The  demand  for  savings  is  lower,  hence  rates  must  be  lower  too. 

If  taxes  have  not  been  raised  to  reduce  the  federal  deficit,  then  private 
sector  saving  (supply)  will  be  unchanged,  or  higher  to  the  extent  that  gross 
income  is  higher  and  thus  supports  more  saving. 

The  Federal  Reserve  should  be  expected  to  expand  the  supply  of  funds, 
without  creating  any  additional  inflationary  pressure.  First,  short-term  credit 
stimulus  is  needed  to  offset  fiscal  restraint  so  as  to  keep  unemployment  from 
rising.    Second,  the  investment  and  other  genuine  supply  side  stimulants  allow 
the  Fed  to  target  more  rapid  real  growth  in  the  economy.  Higher  real  growth  in 
the  nation's  supply  potential  justifies  greater  liquidity  without  fear  of  extra 
inflation. 


The  DRI  Special  Simulation  Assumed 

the  Federal  Reserve  Added  Only  As  Much 

Extra  Liquidity  As  Was  Consistent  with 

No  Change  from  the  Baseline  Inflation  Rates 

♦  In  ad(dition,  we  created  alternative 
scenarios  in  which  the  Federal  Reserve 
took  no  action  to  boost  liauiditv. 

♦  The  greater  liquidity  added  in  the 
baseline.. 

-offsets  the  restraint  from  fiscal  policy, 

-and  reflects  the  more  rapid  growth  in 
the  supply  side  of  the  economy. 
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Economic  Performance 

with  Alternative  Federal  Reserve  Responses 

to  New  Spending  and  Tax  Policy 

r»«*i*lf«*it        \l»»mt%»)imm»\         CPI   mtlalUii 
lulcrttl  R  at*  Mat*  Rata 

ttti       (*-ia>>       ltd       ••■itti       itii       •t.ittt 

Baaclin*  4.tl      8.13  S.IS      9.II  ).I0      3.49 

Budg»l  Rollei»t,lf... 

Fadaral  Rsarv*  4.30     4.77  ».29      •.22  3.30      3.27 

Oo««  Not  Booat 

Bank  R  aaarvaa 

Fad.  Raaarva  adda         3.21      3.13  S.09     S.t3  3.tO      3.S« 

Bank  R  aaarvaa, 
Targating   Baaalina 
Inflation   Rata 


Na  LabarFarca  Raapanaa 


Economic  Performance 

with  Alternative  Federal  Reserve  Responses 

to  New  Spending  and  Tax  Policy 

Changes  Relative  to  Baseline 


Fadaral  Fund*        UnampleymanI         CPI   Inflation 
Intaraat  Rata  Rata  Rata 

2002       06-2002       2002       96-2002       2002       06-2002 


If  Fadaral  Raaarva 
Doaa  Not  Boeat 

Bank  Raaarva* 

If  Fad.  Raaarva  adda 
Bank  Raaarvaa, 
Targating  Baaalina 
Inflation  Rat* 
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Major  Impacts  in  Financial  Markets 

from  the  Combination  of  Budget  Balance 

and  the  Capital  Gains  Tax  Cut 


1996       1996-2000  2001-2005 


Monetary  Policy  &  Market  Reaction  (%  points) 
3-Month  Treasury  Bill  -0.6        -1.0  -1.6 

10-Year  Treasury  Bond  -0.7        -1.4  -2.3 

Percentage  Reduction  (%  difference  from  baseline) 
10-Year  Bond  Yield 
P-E  Ratio 

Standard  &  Poor's  Composite  Stock  Price  Index  (cumulative  %  gain) 

10.2        18.0  29.5 


Estimated  Impact  of  the  Capital  Gains  Tax 
Change  on  Federal  Revenue 

(Excluding  Gains  from  Budget  Balancing) 

(Billions  of  1995  Dollars) 
Year  1996       1997       1998       1999       2000       2005 


Static  Impact                    -$12 

-$12 

-$12 

-$13 

-$13 

-$15 

Higher  Turnover              +$10 

+$5 

+$1 

+$1 

+$2 

+$2 

Asset  Prices                     +$10 

+$10 

+$9 

+$9 

+$9 

+$6 

Income  Reclassification  -$1 

-$2 

-$2 

-$2 

-$2 

-$2 

Higher  GDP                      0 

+$1 

+$1 

+$1 

+$2 

+$8 

Total                                 +$7 

+$2 

-$3 

-$4 

-$2 

-$1 
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The  Estimated  Potential  For  More  Workers 
and  Higher  National  Income 


Impact  of  the  Labor  Force  Expansion  Assunnptions  on  Economic  Performance 
(comparing  the  special  sim  with  latrar  force  changes  to  the  special  sim  without) 


1996 

Assumed  Gain  in  Full-Time  Equh^alent  Workers  due  to: 

Welfare  Reform  150.000 

Lower  Marriage  Penalty  200,000 

Higher  Eamings  Limit  200,000 

Total  660.000 

Economic  Feedback  of  More  Workers  and  Hours 
Real  GDP  Gain  ($Billion.  1987  Prices)      $6 
Cumulative  Percentage  Gain  0.1% 


2000 


2006 


1  million 

1.5  million 

400,000 

500,000 

300.000 

400,000 

1.7  million 

2.4  million 

$27 

$75 

0.6% 

1.1% 

Estimated  Supply-Side  Benefits 
of  Our  Implementation  of  Balanced  Budget  in  2002 


Average  Annual  Growth  Rates 

Baseline        Budget  Proposals 
95-2000  2000-05  95-2000  2000-05 

Labor  Force  1.39 

Fixed  Investment  4.62 
BusCapStk  3.15 
Ind  R&D  Spend  4.49 
R&D  Capital  Stock  2.58 
Potential  GDP  2.48 
Output  per  Hour  1.49 


1.25 

1.64 

1.33 

4.13 

5.6 

4.52 

2.67 

3.55 

3.37 

2.76 

5.84 

2.98 

2.52 

2.92 

2.92 

2.25 

2.73 

2.55 

1.28 

1.51 

1.5 

Improvements 

95-2000 

2000-05 

0.25 

0.08 

0.99 

0.39 

0.4 

0.7 

1.35 

0.22 

0.34 

0.4 

0.25 

0.3 

0.01 

0.22 
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WE  CAN  DO  BETTER 

Diligent  pursuit  of  budget  balance  can  boost  real  growth 
rates  significantly,  adding  2%  to  national  output  by  2002 . 

Eliminating  the  deficit  need  not  cause  a  recession  if  the 
Federal  Reserve  provides  moderately  greater  liquidity. 

A  virtuous  cycle  of  lower  interest  rates  and  lower  federal 
debts  ease  the  challenge  of  balancing  the  budget 

Welfare  reform  and  tax  changes  can  motivate  more  citizens 
to  work,  contributing  to  their  prosperity  and  the  nation* s. 

Education  reform  and  training  efforts  can  boost 
productivity  of  workers  who  might  otherwise  face  stagnating 
living  standards. 
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Vulnerable  at  the  Peak 

by  Roger  E.  Brinner  and  David  A.  Wyss 


At  this  poiol,  we  are  now  in  "overlap  mode," 
experiencing  the  final  stages  of  the  past  growth 
cyde  and  the  first  stages  of  the  next  slowdown. 
Therefore,  expect  each  week's  news  to  be  mixed 
and  markets  to  be  choppy. 

Both  tangible  and  psychological  elements  make 
this  a  vulnerable  period.  Collectively  they  can 
turn  the  4%  real  GDP  growth  of  1994  into  a  stall 
this  spring  or  summer  followed  by  rising  unem- 
ployment this  fall.  As  occurs  at  every  peak,  con- 
sumer durable  purchases  eventually  do  exhaust 
pent-up  demand.  Capital  spending  surges  to  lev- 
els that  create  more  incremental  capacity  than 
markets  demand.  Inventories  are  rebuflt  and 
often  overbuilL  And  a  string  of  good  luck,  good 
weather,  or  good  fashion  simply  stops,  or  worse, 
is  broken  by  bad  news. 


TABI^I 

A  Ysar  AHar  Ratas  Rlsa, 

Th«  Econorny  Usually  Shifts  Gaars 

Bmhninsol 

Cycical  PMk  or 

Lis 

RMsHkM 

SoRUndng* 

(Mortis) 

NoMlKxrlBSZ 

Jiiy  iaS3 

S 

/MiguHIKS 

Augu«iaS7 

12 

ttocli195g 

/tpriigeo 

13 

Dae«>lMria64 

Fabnwy  ISee* 

14 

DKXfrtMr  19G8 

DacmlMiigeB 

12 

JuMlsn 

17 

Jiiy1979 

Jwurytaao 

8 

Julyiaao 

j><yiaai 

Jineiges 

FabruBYigee- 

B 

ktayigea 

JiiylOSO 

26 

Ntnualy  19M 

Fabcuvy  IS95 

12 

MMn 

13 

•So*  taxings  oiWioul  Naieral  Buan  of  Eccnonic  RaMscti 

(Ne81)|>Mk 

Three  definite,  quantlFiable  dangers  today  are 
the  loss  of  Mexican  and  other  Latin  American 
exports,  a  turn  in  credit-sensitive  home  and  ve- 
hicle sales,  and  the  end  of  production  boosts  de- 
signed to  rebuDd  inventories.  Psychological  dan- 
gers are  posed  by  the  media  shifting  from  cheer- 
leaders to  doomsayers  as  they  find  increasing 
opportunities  to  write  headlines  about  layoQs 
and  intenutional  crises. 

Three  Negatives 

The  three  quantiflable  restraints — Mexico,  con- 
sumer cyclicals,  and  inventories — will  each  drain 
more  than  $10  billion  dollars  from  199S  and  1996 
spending  relative  to  the  momentum  established 
in  1994.  Collectively,  they  will  subtract  1%  of 
national  output;  feedback  effects  could  double 
this  impact. 

Policy  makers  in  \\^hington  can  see  these  risks, 
so  offsetting  initiatives  are  possible.  For  exam- 
ple, DRl  calculates  that  a  50  basis-point  reduc- 
tion in  the  trajectory  of  the  federal  funds  rate  can 
offset  the  impact  of  lost  Latin  American  exports. 
In  other  words,  if  the  Fed  envisioned  a  certain 
path  of  domestic  interest  rates  and  real  growth 
before  the  "peso  crisis,"  the  same  U.S.  GDP  path 
can  now  be  achieved  if  the  Fed  trims  its  interest 
rate  targets  by  one-half  percentage  point.  DRI 
previously  expected  a  6.5%  fed  funds  rate  for 
most  of  1995.  The  current  rate,  6%,  would  now 
be  an  appropriate  substitute;  however,  in  the  past 
the  Fed  has  consciously  or  unintentionally  al- 
lowed surprise  international  events  to  do  its  un- 
pleasant work  of  trimming  growth.  Thus  another 
Fed  boost  cannot  be  ruled  out  even  with  the 
problems  in  Mexico.  The  other  restraints  on 
housing,  auto  sales,  and  the  inventory  cyde  are 
just  what  the  Fed  intended  to  create  to  prevent 
general  overheating.  The  Fed  will  not  act  to  off- 
set these. 

Tha  Paso  Crisis  Now  that  the  economies  of 
North  America  are  more  tightly  linked,  the 


The  economy 

is  most 
viinerable  to 
res«rsal  at  its 
current  cydcal 
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Troubles  in 
Mexico  call  lor 

lower  U.S. 
interest  rates 
to  help  them 

and  the 
United  States. 


Whene\«rthe 

inventory 

boom 

reverses,  the 

ecorKjnry  vmI 

stal. 


United  States  has  a  strong  interest  in  restoring 
stability  to  the  Mexican  economy  and  reassuring 
world  financial  markets.  Mexico  is  the  United 
States'  fourth-largest  trading  partner,  after  West- 
em  Europe,  Canada,  and  Japan.  Moreover, 
Mexico's  relative  importance  has  grown  rapidly 
in  recent  years.  In  1993,  U.S.  exports  to  Mexico 
amounted  to  $41.6  billion,  while  imports  totaled 
$39.9  billion;  the  comparable  numbers  for  1994 
(with  December  estimated)  were  $51  billion  in 
exports  and  $50  billion  in  imports.  A  special 
study  by  DRI's  U.S.  and  International  Groups 
estimates  that  the  peso  devaluation,  plus  its  im- 
pact on  Mexico's  domestic  demand,  will  reduce 
U.S.  exports  to  Mexico  by  $11  billion  in  1995. 

Short-term  prospects  for  Mexico  have  been  seri- 
ously damaged  by  the  currency  crisis.  A  moder- 
ate fall  in  the  exchange  rate  might  be  expected  to 
generate  economic  growth  by  spurring  exports 
and  reducing  imports.  However,  in  a  currency 
crisis  these  considerations  are  outweighed  by  the 
negative  impact  on  domestic  demand.  Public 
spending  wdl  be  tightened.  Consumer  spending 
will  be  hit  not  only  by  the  fall  in  real  wages  in- 
duced by  rising  prices,  but  also  by  deteriorating 
consumer  confidence  and  a  decline  in  real 
wealth.  Investment  will  be  hurt  by  higher  interest 
rates  and  weak  domestic  demand. 

Mexican  inflation  will  surge  despite  govenunent 
attempts  to  curb  price  increases.  Wholesale  price 
inflation  should  jump  to  almost  24%  in  1995,  up 
from  an  estimated  6.6%  last  year,  CPI  inflation 
is  set  to  rise  from  7%  to  around  21%.  W^ge  infla- 
tion is  projected  to  average  18%  this  year,  up 
from  12%  in  1994,  despite  the  national  wage  ac- 
cord or  Pacta. 


TABLE  2 

U.S.  Export  Markots 
After  the  Fall  of  the  Peso 

(Annual  growUi  rates,  current  dollars) 

Lou  Rotative  Revtsed 

to  BasaBne         Growth  Role 

1995      1S9G        1995      1996 


Consumof  Goods -3.3 

WBtides  X  Parts  -2.1 

Industrie  Supiifies   -2.0 

Food.  Feed.  ai>d  Devefagss -1.9 

Oltwr  Capital  Goods   -1.6 

Business  Mactiinee  -0.7 

Told -1.9 


-4.9         11.7         S.8 


This  bad  news  comes  against  the  tide  of  good 
U.S.  export  news  with  regard  to  Asia,  Canada, 
and  Europe.  The  net  result  is  that  exports  will 
still  be  a  strong  sector  of  the  U.S.  economy  in 
1995.  The  revised  growth  rates  of  U.S.  exports 
reported  in  Table  2  place  the  peso  devaluation  in 
perspective.  U.S.  exports  of  consumer  goods  are 
most  affected,  with  those  for  automobiles  off  just 
over  2%  and  those  for  other  consumer  goods 
down  over  3%  this  year.  Exports  of  industrial 
supplies  are  also  hurt,  reflecting  the  projected 
slowing  of  Mexican  industrial  production.  Yet 
even  with  these  losses,  goods  exports  should  rise 
6-8%  both  this  year  and  next. 

The  Inventory  Cycle  1994  was  a  year  of  excep- 
tionally high  stockbuilding,  even  if  this  only 
brought  depleted  stocks  back  to  normal  levels.  A 
huge  gain  of  $52  billion  occurred  in  1994,  with  a 
modest  increase  of  $25  billion  in  the  first  quarter 
(real,  annualized  rate),  followed  by  about  $55 
billion  in  each  of  the  middle  quarters  and  then 
$68  billion  in  the  fourth  quarter.  These  compare 
to  a  normal  annual  gain  near  $20  billion,  suggest- 
ing a  $32  billion  windfaU— 0.6%  of  total  GDP— 
to  producers  in  1994,  which  will  not  be  repeated. 

Gross  Domestic  Product  (GDP)  measures  pro- 
duction to  meet  any  objective,  including  either 
final  demand  or  stock  replenishment.  Total 
stocks  equal  $945  billion  worth  of  goods  ranging 
from  raw  materials  to  auto  components  and 
building  supplies  to  nearly  completed  airplanes. 
If  trend  growth  in  goods  production  is  2.5%, 
matching  stockpile  growth  would  be  $24  billion 
(2.5%  of  $945  billion).  However,  aggressive  in- 
ventory management  plus  a  decline  in  the  relative 
importance  of  inventory-intensive  defense  and 
aircraft  output  have  been  steadily  reducing  stocks 
relative  to  sales.  Thus,  the  average  acctmiulation 
fi-om  1986  through  1994  has  been  only  $18  billion 
per  year.  Given  trend  growth  in  the  economy,  an 
appropriate  1995  estimate  of  the  normal,  non- 
farm  gain  is  $20  billion. 

The  current  DRI  Control  forecast  envisions  sig- 
nificantly above-average  accumulation  for  anoth- 
er two  quarters  ($50  billion  in  Ql  and  $46  billion 
in  Q2  1995)  as  final  sales  decelerate  and 
manufacturers,  wholesalers  and  retailers  are 
caught  off  guard.  For  example,  while  auto 
manufacturers  have  already  announced  tempo- 
rary shutdowns  of  some  assembly  lines,  two  of  the 


2    DRI/McGraw-Hill,  February  1995 


80 


U.S.  Forecast  Summary 


Big  Three  U^.  producen  ftiO  expect  sales  higher 
than  DRI  foresees. 

By  year-end,  and  through  1996,  ootiectivB  action 
should  be  occurring  throughout  the  economy  to 
pull  nonlarm  slockbuilding  to  mininul  levels  ($13 
billjon  at  an  annual  rate  in  04,  producing  a  full- 
year  199S  gain  of  S34  billion  followed  by  a  fat 
'SO*  for  all  of  1996).  A  better  balanced  economy 
in  1997  should  once  again  indude  normal  stock- 
buBding.  Finally,  the  farm  sector  will  probably 
abo  exert  a  real  drag  on  growth:  agricultural  in- 
ventories rose  S7  billion  in  1994,  wfaOe  only  a  S2J 
billion  boost  is  likely  this  year.  The  timing  of 
these  shifts  remains  difficult  to  predict,  but  the 
direction  and  approximate  magnitude  is  dear. 
GDP  will  miss  at  least  SIS  billion  in  1995  and 
over  S30  billion  next  year  due  to  slower  stock- 
building.  The  direct  impact  is  thus  03-0S%  of 
GDP.  Feedback  effects  can  be  antidpated  to  po- 
tentially double  the  final  effect  on  national  pro- 
duction and  employment. 

Auto  and  Housing  Raspon*«s  to  Hlgh«r 
Ratss  Another  dassic  sector  likely  to  display 
abrupt  shifts  at  the  beginning  of  the  business 
cyde  is  housing,  with  vebide  sales  not  far  behind. 
In  both  instances,  consumers  somehow  manage 
to  surprise  many  producers  with  their  largely  pre- 
dictaUe  responses  to  higher  interest  rates.  When 
rates  first  rise,  buyers  intensify  their  buying  to 
complete  purchases  before  rates  dimb  even  high- 
er. Since  income  growth  is  also  strong  at  this 
point  in  the  cyde,  affordability  is  only  slightly 
reduced  tiy  the  first  boost  in  rates.  Some  produc- 


TABLES 

A  Comparlaon  of  Foracaata 
For  Cara  and  Light  Trucks 

(ilA  itm.  mSon*  (H  unlti) 


JnuvyiaaS  1S.I  1SJ  14.4 

NnxntarigM  15.0  1SJ  14.4 

#prtiae4  IS.4  1S.0  14.6 

IIOMUbm  19BS 14.a  14.7  14.3 

Aprt  19*3  14J  14.7  14.9 

Aulo  MiirlKlwi'  F«iij«l»  (Feed.  QM.  Cllyila) 
JniKy1S96 

Raig>  1S.S-1S.S  1S.3-16.I 

1904 

1S.S-I8J 

ISlO-ISJ  1S.3-1S.S 


ers  and  forecasters  inevitably  see  the  buying  ac- 
tivity at  this  point  as  a  sign  that  this  cyde  will  be 
different  They  present  creative  supporting  argu- 
ments: pent-up  demand  is  higher  than  nomul; 
householders  are  net  creditors  and  thus  beneGt 
from  higher  rates;  new  models  will  drive  purchas- 
ing. But  these  hopes  usually  intensify  the  cyde  as 
the  inevitable  downturn  in  final  demand  is  aug- 
mented by  an  inventory  cyde. 

The  auto  industry  is  moving  down  toward  DRI's 
view  that  this  cyde  will  see  peak  annual  sales 
doser  to  IS  million  than  16  million  light  vehides. 
Last  summer,  we  nudged  our  199S  forecast  up 
toward  1S3  million  as  we  speculated  that  model 
shortages  would  push  about  250,000  units  from 
1994  to  1995.  With  cars  lasting  longer  and  the 
driving  population  growing  less  rapidly,  this  peak 
falls  short  of  those  achieved  in  either  1986  (16.1 
million)  or  1988(15.5  million).  Sales  of  cats  and 
light  trucks  are  projected  to  slack  off  this  year, 
running  only  14.8  million  in  the  fourth  quarter, 
and  then  hitting  bottom  in  19%  near  14.4  million 
units.  The  major  manufacturers'  projected  range 
is  now  15  J-1S.6  for  1995,  down  from  15  J-16.2  as 
recentfy  as  November.  Chrysler  is  the  most  bull- 
ish. General  Motors  the  most  conservative. 

Car  inventories  are  widely  followed  for  their  cy- 
clical role.  Less  often  appreciated  is  the  swing 
factor  presented  by  an  inventory  of  unsold 
homes.  BuQders  and  bankers  suffer  from  their 
own  form  of  myopia.  When  times  are  good,  the 
reported  inventory  of  unsold  homes  reaches 
about  350,000,  roughly  a  six-month  supply  rela- 
tive to  sales.  When  mortgage  rates  jump  or  con- 
sumers worry  about  oil  crises  and  the  like,  this 
inventory  is  cut  by  about  100,000  units  or  8-10% 
of  annual  construction  activify.  In  other  words, 
construction  can  trail  behind  sales  by  about 
100,000  units  for  a  year,  reducing  construction 
outlays  by  Sl5-plus  billion.  This  loss  must  be 
added  to  the  loss  from  lower  final  sales,  where  a 
200,000  unit  drop  is  not  unusual. 

DRI  expects  this  to  be  a  muted  rather  than  an 
average  (^e  for  housing  construction.  Current 
evidence  indicates  the  Fed  may  have  only  one 
more  half-point  funds  rate  increase  in  store.  The 
bond  market  may  be  looking  further  ahead  than 
the  Fed,  since  a  8.25%  peak  yield  in  the  ten-year 
bond  occurred  last  November,  followed  by  a  drift 
toward  7.75%  recently.  Neither  fixed  nor  adjust- 
able-rate mortgages  will  go  over  10%  in  this  envi- 
roimient,  and  affordability  will  be  relatively 
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strong  by  cyclical  standards.  DRI  calculates  af- 
fordabQity  as  the  total  cost  of  home  ownership 
relative  to  after-tax  income.  During  the  best  of 
times  in  1993,  the  cost  of  owning  a  new  home 
sank  to  just  29%  of  income.  This  marked  the  low 
point  on  a  down^rd  trend  of  one  percentage 
point  per  year  reductions  after  a  peak  cost/ 
income  ratio  of  37-38%  from  1987  to  1988.  In 
1995,  DRI  anticipates  a  reversal  to  31%. 

On  a  calendar  year  basis,  single-family  starts 
should  drop  by  about  65,000  this  year  and  anoth- 
er 70,000  in  1996.  Multi-family  sUrts  could  hold 
near  the  250,000  pace  of  1994,  unless  Congressio- 
nal budget  cutting  hits  federal  subsidies  hard.  If 
this  is  part  of  a  convincing  drive  toward  full  bud- 
get balance,  however,  single-family  starts  will 
benefit  from  significantly  lower  mortgage  rates. 

Potential  Shocks  from  Washington 

The  Control  forecast  includes  some  small  reduc- 
tions in  Federal  spending  programs,  but  these  are 
only  large  enough  to  finance  a  modest  middle- 
class  tax  cut  without  violating  current  budget  con- 
trol legislation.  Neither  the  full-fledged  Republi- 
can Contract  with  America  nor  a  balanced  budget 
amendment-motivated  push  to  zero  deficits  by 
2002  is  contemplated.  But  the  Republicans  take 
the  spirit  if  not  the  letter  of  their  Contract  veiy 
seriously. 

This  month's  DRI  Review  of  the  U.S.  Economy 
contains  an  extensive  special  study.  Growth  and 
Budget  Repercussions  of  the  Republican  Contract 
with  America,  It  presents  DRI's  nonpartisan 
analysis  of  a  federal  budget  plan  achieving  full 
balance  by  2002,  combined  with  larger  personal 
tax  cuts,  exclusion  of  50%  of  capital  gains  from 
taxable  income,  massive  welfare  reform,  and  oth- 
er significant  components  of  the  Contract. 

Our  core  conclusion  is  that  such  a  plan  offers  a 
true,  substantial  supply-side  boost  to  long-term 
growth  without  damaging  short-run  performance. 
We  judge  that  real  GDP  could  be  bolstered  by 
2.5%  within  a  decade,  the  accumulated  federal 
debt  per  family  could  be  cut  from  $37,000  to 
$27,000  (at  today's  prices),  bond  yields  could  be 
cut  more  than  two  percentage  points  below 
otherwise  feasible  levels,  and  share  prices  could 
gain  an  extra  15%. 

Half  of  the  GDP  gain  is  made  possible  by  a  com- 
bination of  incentives  to  expand  the  labor  force: 


CHART! 

Aggressive  Federal  Borrowing  Forces  High 
Bond  Yields  and  a  Balanced  Budget  Offers  i 
Return  to  Better  Norms 

(Ten-year  bond  yields,  percent  5-  and  10-year  averages) 
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conversion  of  welfare  to  workfare,  partial  elimi- 
nation of  the  "marriage  penalty"  discouraging 
second  earners,  and  increased  earnings  limits 
before  working  social  security  recipients  lose  part 
of  their  benefits.  The  other  half  of  the  GDP  gain 
is  traceable  to  stronger  construction  and  capital 
spending  given  the  larger  pool  of  national  saving; 
available  to  the  private  sector. 
The  pronounced  reduction  in  interest  rates  is 
produced  by  a  weaker  demand  for  funds  from  the 
federal  government  complemented  by  a  greater 
supply  of  credit  from  Fed  policy.  The  Fed  can 
afford  to  be  generous  because  the  supply  side  of 
the  economy  is  truly  expanding  more  rapidly. 
The  resultant  interest  rates  may  seem  low  by  the 
standards  of  the  past  20  years,  but  they  would  still 
be  slightly  higher  than  in  the  1950s  and  1960s.  To 
display  this,  Chart  1  Gts  this  alternative,  balanced 
budget  future  of  lower  deficits  and  rates  into  the 
context  of  the  past  45  years.  A  very  strong  stock 
market  is  the  consequence  of  markedly  lower 
bond  rates  and  a  stronger  economy.  Capital 
gains  tax  revenue  would  almost  certainly  be  high- 
er even  vrith  a  50%  lower  tax  rate. 

Lessons  from  the  Recent  Past 

The  exhibit  of  long-term  historical  correlations 
between  deficits  and  yields  is  one  check  on  the 
validity  of  economic  conclusions.  A  more  im- 
mediate check,  regularly  published  by  DRI,  is  the 
track  record  of  past  forecasts.  With  the  release 
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of  the  Gnt  ofGcUl  estimates  for  all  of  1994,  it  is 
time  to  compare  official  measurement  with  the 
forecast  made  one  year  ago. 

Growth  held  up  slightly  longer  and  stronger  than 
we  anticipated,  but  our  annual  GDP  growth  pre- 
diction of  3.6%  was  only  0.4%  low.  Unexpected 
inventory  building  can  explain  this;  our  33%  fi- 
nal sales  forecast  was  correct.  We  underesti- 
mated both  imports  and  exports  by  about  the 
same  magnitude,  missing  some  of  the  intensive 
cross-border  trade  acceleration  to  both  Canada 
and  Mexico.  We  hit  computer  spending  growth 
of  27%  almost  precisely,  but  underestimated  the 
boom  in  other,  non-auto  equipment  spending  (a 
strong  10%  predicted  versus  14  J%  achieved). 


With  strong  growth  came  higher  interest  rates 
than  we  expected;  with  these,  our  residential  and 
nonresidential  construction  forecasts  proved  too 
bullish. 

The  track  record  on  key  indicators — industrial 
production,  vehicle  sales,  housing  starts,  employ- 
ment— was  excellent.  Our  read  on  inflation  was 
also  within  0J%  on  all  major  indicators:  con- 
sumer prices  staying  under  3%,  producer  price 
inflation  just  over  1%,  and  wage  costs  still  rising 
3%.  The  success  on  real  growth,  key  indicators, 
and  inflation  combined  to  produce  quite  accurate 
forecasts  of  both  disposable  income  growth  (5.8% 
hit  exactly)  and  profits  (9.8%  predicted  versus 
10.2%  achieved). 


Except  lor  the 
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1994  economy 
largely 
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predctions. 
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Synopsis  of  the  Economy 

Early  signs  of  a  slowdown  are  becoming  apparent,  but 
not  enough  to  prevent  the  Federal  Reserve  from  tight- 
ening again  February  1.  The  weak  Christmas  retail 
sales,  slower  January  employment  growth,  and  continu- 
ing inventory  accumulation  convince  us  that  a  slowdown 
is  coming,  and  increase  our  fear  that  it  could  turn  into 
recession. 

The  fourth  quarter  NIA  data  showed  higher  growth 
than  expected,  but  entirely  because  of  the  heavy  invea- 
tory  accumulation.  Final  sales  were  weaker  than  we  bad 
forecast.  Inflation  remained  low,  as  expected.  Other 
than  inventories,  the  surprise  was  consumer  spending, 
whose  growth  was  nearly  a  percentage  point  below  our 
forecast. 

The  forecast  is  fundamentally  unchanged  from  last 
month's.  The  Federal  Reserve  raised  the  discount  and 
federal  funds  rates  by  SO  basis  points.  The  next  SO  ba- 
sis-point increase  is  becoming  less  certain.  The  export 
forecast  has  been  lowered  because  of  the  Mexican  peso 
crisis  and  the  recession  that  we  now  expect  in  that  coun- 
try. While  consumer  spending  has  been  weaker  than 
expected,  the  abnormally  warm  January  should  help 
construction  and  other  spending  in  the  first  quarter. 

Consumers  spent  less  in  the  Christmas  season  than 
expected.  Retail  sales  actually  dropped  in  December, 
and  the  November  rise  was  revised  sharply  downward. 
Retail  inventories  have  pQed  up  as  a  result,  which  will 
cut  into  199S  production  and  imports.  Heavy  consumer 
borrowing,  including  a  massive  rise  in  credit  card  usage 
during  December,  could  cut  into  spending  in  early  199S. 
Motor  vehicle  sales  are  also  softening.  Manufacturers 
are  cutting  production  of  some  models  and  are  likely  to 
reinstitute  rebates. 

Business  investment  remains  strong,  and  the  good 
winter  weather  is  likely  to  boost  first-quarter  construc- 
tion. Orders  are  showing  some  signs  of  slowing  down, 
but  the  evidence  is  still  mixed. 

Housing  will  continue  to  be  helped  by  the  warm  winter 
weather.  Sales  are  slowing  down  as  a  result  of  the  high- 
er mortgage  rates.  Rates  have  topped  out,  however,  so 
the  damage  should  be  limited. 

Inventory  accumulation  remains  far  above  sustainable 
levels.  Over  the  last  three  quarters,  inventories  have 
risen  at  a  $61  billion  annual  rate  (constant  dollars). 
Much  of  the  rise  has  been  at  the  retail  level.  Since  in- 
ventories were  lean  at  the  beginning  of  1994,  we  do  not 


expect  major  destocking.  However,  accumulation  will 
have  to  slow  from  the  recent  rate. 

Government  spending  will  be  weak  in  1995.  Federal 
purchases  of  goods  and  services  dropped  sharply  in  the 
fourth  quarter  from  an  artificial  third-quarter  peak.  We 
are  assuming  that  some  of  the  Contract  with  America 
will  be  passed,  implying  some  tax  cuts  and  more  spend- 
ing cuts.  State  and  local  governments  are  also  under 
budget  constraints.  Although  their  spending  will  rise  as 
they  pick  up  functions  from  the  federal  govenunent,  it  is 
not  likely  to  rise  very  sharply. 

The  trade  gap  is  expected  to  widen  in  nominal  dollars 
in  1995.  Although  real  exports  will  be  strong,  respond- 
ing to  the  stronger  growth  in  Europe,  imports  are  still 
rising  rapidly.  We  expect  slower  consumer  spending  and 
the  recent  inventory  accumulation  to  cut  into  import 
growth  in  199S.  The  peso  crisis  has  sent  the  Mexican 
outlook  downward,  cutting  our  export  forecast.  The 
loan  plan  announced  by  President  Clinton  should  limit 
the  damage,  but  a  Mexican  recession  seems  likely. 

Tlie  Federal  Reserve  hiked  interest  rates  at  the  recent 
FOMC  meeting.  We  are  still  expecting  another  50  ba- 
sis-point hike  in  late  March,  but  that  could  be  delayed 
or  avoided  if  the  economy  continues  to  slow  in  the  first 
quarter.  Bond  yields  seem  to  have  topped  out  and 
should  hold  in  their  recent  range  until  evidence  of  slow- 
er growth  allows  a  further  rally,  probably  near  midyear. 

inflation  remains  under  control.  The  unemployment 
rate  is  only  slightly  below  our  revised  estimate  of  full 
employment,  suggesting  only  a  mild  acceleration  in 
wages.  The  slower  growth  in  the  U.S.  economy  will  re- 
strain any  acceleration  in  inflation. 

The  primary  risk  remains  that  growth  will  be  stronger 
than  expected  in  the  short-term,  and  that  the  Federal 
Reserve  will  tighten  more  sharply.  In  the  boom-bust 
scenario  (probability=30%),  the  higher  interest  rates 
force  a  recession  in  1996.  Stronger  productivity  growth 
and  a  more  confident  consimier  could  permit  the  econo- 
my to  grow  more  rapidly  whfle  inflation  remains  in 
check.  This  optimistic  alternative  (probability  =  10%) 
requires  that  the  Fed  accept  the  higher  growth  without 
raising  interest  rates.  A  stall  in  the  economy  also  re- 
mains possible.  Although  the  probability  is  diminishing; 
a  weakening  of  consumer  confidence  and  more  pessi- 
mism on  the  part  of  business  could  cause  the  economy 
to  fizzle  (probability=S%). 
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TABLES 

Alternative  Scenarios  for  the  U.S.  Economy 
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Prod.  Pika  Indai— FMihad  Oooda 2.6  -OS  3.4  3.7  3.2  2.4  31  1.3  0.6  2.4  2.6  2J 

CorniMnoalion  par  Hour  (a) 3.0  3.7  4.2  3.9  4.2  3.8  4.6  3.3  3.2  3.7  4  0  19 

Fadaril  Fundi  ROM  (%)   4.40  S17  5.63  6.49  640  6  02  5.69  3.02  4.20  619  S.30  S.2S 

30-yiBarTraaa(iyBandRaM(%) 7.59  7.96  7.72  7  66  75S  7.40  7.27  660  7J7  7.58  7.13  8JS 

Fcraign  Crudo  O)  (S  par  band) 16.71  16.25  16.26  16.26  1620  1666  17.19  16.17  1S43  1635  1781  19.4$ 

Nonlamilnv«nActm(BI.  10a7S) 47.4  58.9  52.0  50  6  37.5  219  10.9  185  4SJ  405  11.0  22.9 

Ciaranl  Account  Batann  (Bi. » -166.9  -188  5  -196.3  -215.2  -224  3  -227.4  -2I5J  -1019  -159.1  -216.3  -2161  -220.7 

Fad.  Budgol  Siaplua  (VMiad.  FY  bi.  S)   -517  -74  0  -54.5  13.0  -35  9  -66  4  -56.7  -2S5.3  -2016  -151.3  -178.4  -176.6 

ProMa  AAar  Tax  (b)    14.1  4.6  91  2.6  -2.4  -S7  -6.1  12.9  10.2  07  -4.0  SJ 

Raal  CNapoaaMa  Incona  (a)  11  7.4  19  1.6  1.0  2.S  2.5  1.5  IS  IS  2.3  10 

InduaXW  ProducDon  (a) 4.9  SS  66  16  0.4  OS  1.3  4.1  5.3  4  4  2.0  4.6 

Car  Saloa  (M  unto) 9.1  9.2  9.4  9.5  9.5  9.4  9.3  67  0.2  95  9.3  9.6 

Houaing  Slarta  (W  unto) 1.47  1.50  1.S4  1.42  136  1.3S  1.3S  1.29  1.45  1.42  136  1J7 

Soflar  Landing  Pro)ocMor>— fgTl  FTOaH  (ProbabHNy  ■  5%) 
Rod  QNP/GDP  Qroolll  Rdeo 

Qreaa  rWlond  ProduO 18  4.2  2J  a9  -OS  0.2  0.6  11  18  2.2  1.1  13 

Qroaa  Oomaaic  Product 4.0  4.5  1.9  1.0  -«.3  0.2  0.6  11  4.0  2J  1.1  12 

ToW  ConaunvHon 11  4.6  2.7  i3  0.7  0.6  1.6  13  15  2.5  1.6  2.6 

NonraaldartU  Fixod  Invaat  14.1  17.6  11.0  7.1  61  1.6  -1.2  12.5  117  105  04  1.6 

naaldantd  Fbcad  IrnaaUiiaH  -6.0  -2.6  4.0  -19  -116  -6.1  -1.9  8.2  13  -2.9  -21  6l6 

Total  OoMnmant 6.7  -4.7  13  a6  2.0  1.1  \Jt  -0.6  -«.6  11  1.5  07 

Cnbn  Unamplaymanl  RaM  (%)  6.0  5.6  57  S.S  S6  S.6  6.1  7.4  61  S6  64  65 

CPI— AlUtbanConaumaiala)   16  2J  2.6  2.0  11  10  10  10  2.6  2.6  2.9  2.6 

Prod.Prkalnda<— FMabadOooda 2J  -0.5  13  13  2.6  1.7  2.4  tj  a6  2.2  1.9  1.7 

Corapanaadon  par  Hota  (a) 10  17  4.1  17  19  15  4.4  11  12  16  16  U 

Fadard  Fundt  Rda  (%)      4.49  S17  563  6.43  6.22  574  S.2S  102  4.20  6.06  4  06  100 

30-l*ar  TraMixy  Bonii  Ralo  (%) 7.56  796  7.75  7.69  7.56  7.52  7.30  6.60  7.37  7  64  661  S66 

Fordgn  Cluda  Ol  (S  par  band) 16.71  16.25  1626  16.06  1574  15.01  1611  1617  1S43  1599  16.n  1656 

NordarmlnvonAccum(BI  1987  9 47.4  59.9  47J  39  6  19.7  -0  4  -190  18.5  45  3  2&6  -154  11.5 

Curanl  Accaira  Bdmca  (BL  n -166.9  -188.5  -198.8  -209i  -212.3  -208.6  -189.0  -1019  -159.1  -206.8  -1786  -164.0 

FadBudgatSwplua(lMtod.FV:bL$)   -517  -74.0  -58.7  93  -41.4  -74.0  -65.8  -2S53  -2036  -1629  -2167  -2111 

Proila  Allar  Tax  (b)    14.1  4.6  5.6  -4.1  -12.1  -17.1  -18.5  12.9  10J  -72  -80  IIJ 

RadDiai>oaablalnconn(a)  II  7.4  11  0.9  -01  1.6  IS  IS  15  10  14  2.5 

InduaMal  Producton  (a) 4.9  55  19  OS  -2.9  -2.2  -1.3  41  53  2.5  -0.1  4.5 

Car  Sdaa  (M  unto) 9.1  9.2  9.0  8.9  87  65  13  67  9.2  88  13  IS 

Houdng  Slarta  (M  unto) 1.47  1.50  1.50  1J3  1.24  1.22  1.21  1.29  1.45  1.32  1.25  1J2 

a.  Annud  parconi  c^Mnga. 

b.  Foia-qiianar  paroant  changa. 


DRI/McGraw-Hill.  February  1995    7 


85 


U.S.  Forecast  Summary 
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1993        1994 


1996        1S97 


CompodUon  of  RmI  GDP  (Amuaf 

Gnm  Donaslic  Ptodud 4J>  4.5  3.0  2.0  0.5  1.0 

HndSdai 4.3  3.7  39  2.7  1.9  2.2 

Q>ou  National  Plodua 3.8  4.2  3.4  1.9  0.3  0.9 

Tdlal  Caraumpbon 3.1  4.6  41  31  1.6  1.3 

Nonrnidantial  Fbad  Invwtmenl 14.1  17.6  11.0  8.5  6.0  36 

Ptodtxxra' Otiabto  Eqdpmanl  18.1  20.2  10.4  9.1  7.0  2.2 

Office  and  Computing  Equlpmanl 15.2  36.2  234  20.4  18.6  12.1 

A«  Othaf  Equiprwnl 19J  14.0  5.6  4.6  2.1  -1.B 

PrivBIa  NonresUontiai  SItucttf  w  1.6  9.1  13.4  6.3  11.6  8.6 

Buktnga  1.1  tO.9  18.6  8.6  15.0  11.2 

Ra«ldential  Fbcad  Invoslnwnl  -6.0  -2.6  7.6  1.4  -9  1  -4.8 

E«pora   14J  14i  4.6  3.6  4.4  S.6 

Importt 15.S  18.0  11.9  7.6  4  9  -0.9 

Fadaral  Oovoinmani  10.9  -15.6  0.1  -13  -0.6  -2.1 

SUt«  and  Local  OoMtninantt 4.3  23  47  16  34  2.9 

Bllllona  of  Oollara 

RaalGDP(1987J) S367.0  5426.8  5467.3  54919  5500  6  55117 

Grou  Oonnalic  Product 6791.7  6891.1  6989.5  7069.1  7124  1  7178.9 

Pitc—  and  Wag*«  (Annual  paroani 

GDP  Price  Oaltalot  pmpSdl) 1.9  1.6  2.7  2.6  2.6  2.1 

GDP  Prioa  Index  (Fbtad-WoigM)  2.6  2.6  13  3.2  12  2.8 

CP1— *l  Utlian  Conaumort   16  2.3  2.6  10  3.3  12 

Producer  Price  lnd«—Rn<sh«d  Goods  2.8  -0.5  14  3.6  2.9  2.1 

EnvloymenI  Coal  Index  -  Total  Conip 13  2.6  15  3  5  3.5  3.3 

Ou^ulperHour  3.1  07  0.9  00  -06  06 

Production  and  Other  Kay  Maaaiaaa 

InduslrW  Production  (%ch) 4.9  S.S  5.9  2  6  -14  -11 

Nonlaim  Inven  Accum  (BiSon  1987 1) 47.4  S9.9  50.0  46.2  27.3  9.9 

Conaumer  Con«dena>  Index 0.907  0.931  0  952  0914  0.672  0.836 

Houalng  Slani  (Mi  unita) 1.470  1.503  1.533  1.396  1.326  1.307 

Total  Ught  Vat*:la  Sato  (Mi  uniu)   14.6  15.6  15.7  15.5  15.2  14.8 

LMt  Car  Salea  (VH  unita)  9.1  9.2  9.3  9.3  9.2  8.S 

CivCan  Unan^loyniant  Rate  (%)   6.0  5.8  5.6  5.3  5.3  S.S 

Nonlarm  Envl.  (EaUii  survey.  %  dienge)  3.3  11  2.2  2.3  2.0  1.4 

Fed.  Budget  Svplus  (Unified.  1^.  M.  {)   -517  -74.0  -55.0  11.6  -38.5  -70.0 

Foreign  T^de 

CurreM  Account  Balance  (OCon  S)  -166.9  -188.5  -199.1  -214.8  -2215  -221.4 

MardL  Trade  Balance  (cvJi..  111.  S) -164.0  -167.0  -185.6  -195.5  -197.7  -190.2 

Foreign  Crude  01  (X  per  I>ane0  16.71  16.25  16.26  16.06  15  80  16.08 

U.S.  Ddar  Exchwige  Rale  (%  change) -12.9  -2.4  4.7  2  9  2.9  -3.2 

Foreign  OOP  (%  change)   4.2  18  17  4.0  19  19 

Firwrtdal  Marltela 

Money  Supply  (M2.  Ukn  t) 3600.4  3S9S.6  36201  36519  3697.6  37412 

Percent  Change  vs  llaar  Ago  (Q4AM) 1.8  1.0  1.2  17  27  4.1 

AA  Corp  UHly  Rate  (%)   8.41  8.79  667  858  8  49  8.39 

THrly-Yker  Treeawy  Bond  YWd  (%) 7.5S  7.96  7.73  7.70  7.62  7.49 

Trenury  ei  Rata  (%)  4.48  5.28  S.84  6.35  6.21  5.76 

Federal  Funds  R«s  (K)  4.4S  S.17  S.83  650  6.40  5.99 

Prime  Rate  (%) 7.50  8.13  8.83  9  50  9  40  9.00 

StP  Max  0(500  Common  SlodiB  461  460  475  479  480  477 

Personal  Income  (%  Change) S.4  8.8  6.8  SO  14  5J 

Real  OapaeaUe  Income  (%  change) 11  7.4  3.7  1.7  07  2.2 

Seving  Rale  (») 4.1  4.6  4.S  4.1  3.9  4.0 

noils  After  Tax  (Vaar  Ago  Change)  14.1  4.6  8.1  0.4  -6.5  -10.9 

Gtoas  Post-Tax  Corp  Cash  Flow  (Bi  $)   780.0  772.6  771.4  784.8  789.7  788.3 

Percent  Change  vs  ykar  Ago 5.8  2.5  2.0  1.8  1.2  2.0 
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Chairman  Kasich.  I'm  going  to  ask  one  more  area  here  and  then 
move  over  to  Mr.  Sabo.  Let  me  just  ask  you  then,  in  light  of  the 
fact  that  CBO  looks  at  significant  deficit  reduction  as  $140  billion, 
I  don't  view  $140  billion  from  baseline  as  significant  deficit  reduc- 
tion at  all.  Mr.  Meyer  looks  at  $274  billion.  Well,  you're  starting 
to  get  warm,  but  you're  not  there,  yet.  And  Barry  Bosworth,  Dr. 
Bosworth,  is  in  the  neighborhood  of  $300  billion. 

Let's  just  assume  we  laid  down  a  program  of  $300  billion  sav- 
ings. All  of  you  indicate  we  would  have  higher  productivity  than 
what  we  would  have  without  significant  reduction,  except  for  Dr. 
Roach,  who  doesn't  make  any  predictions  on  just  about  anjrthing  in 
here,  except  productivity  up  front.  But  you're  all  indicating  that 
long-term  rates  would  come  down  significantly.  So  if  we  have  a  pro- 
gram that  would  reduce  the  deficit  in  the  neighborhood  of  $300  bil- 
lion, and  I'm  taking  the  most  conservative  number  here,  so  nobody 
in  the  press  think  $300  billion  is  where  we're  going;  $300  billion, 
you  would  suggest  that  we  do  show,  in  our  budget  resolutions  and 
economic  projections,  we  could  legitimately,  standing  on  very  firm 
ground,  show  somewhat  higher  GDP  growth  than  CBO,  higher  pro- 
ductivity than  CBO,  and  lower  long-term  rates  than  CBO.  So  we 
would  match  the  administration's— essentially  be  in  the  neighbor- 
hood of  where  the  administration's  GDP  forecasts  are,  but  we 
would  also  be  able  to  reflect  lower  long-term  rates? 

I'd  like  you  all  to  comment  on  that,  if  you  think  that  would  be 
an  appropriate  way  for  this  committee  to  proceed? 

Mr.  Meyer.  I  believe  that  would  be  a  sensible  projection  of  where 
we  would  be  if  we  did  balance  the  budget,  exactly  there,  with  a 
GDP  number  about  what  the  administration  is  now  projecting,  but 
higher  productivity  growth  and  lower  interest  rates. 

Chairman  Kasich.  Dr.  Roach? 

Mr.  Roach.  I  guess  I'm  not  quite  as  persuaded  of  the  one-for-one 
linkage  between  deficit  reduction  and  productivity.  To  the  extent 
that  you  would  have  somewhat  lower  long-term  interest  rates  in  re- 
sponse, that  would  be  a  positive  for  capital  formation  which  is 
clearly  a  contributor  to  higher  productivity  but  I  think  the  linkage 
is  a  bit  more  tenuous  than  that. 

Chairman  Kasich.  But  the  administration  is  projecting  higher 
GDP  and  higher  long-term  rates.  With  a  credible  deficit  reduction 
package,  you  don't  see  higher  GDP  and  higher  long-term  rates 

Mr.  Roach.  No,  I  do  not. 

Chairman  Kasich.  You  see  lower  long-term  rates.  So  you  think 
it  would  be  appropriate  to  proceed  on  that  basis? 

Mr.  Roach.  I  think  it  would  be,  but  again,  I  guess  my  only  cau- 
tionary remark  would  be  to  then  leap  into  the  realm  of  presuming 
that  that  is  a  clear  bonus  for  productivity  as  well. 

Chairman  Kasich.  Dr.  Bosworth,  do  you  want  to  comment  on 
that? 

Mr.  Bosworth.  I  fully  agree  with  your  summary  that  there 
would  be  a  higher  level  of  productivity  and  GDP  and  lower  interest 
rates.  I  do  not,  however,  like  the  idea  of  then  incorporating  that 
into  a  new  output  projection  to  use  the  compiled  budget  because  it 
is  based  on  the  assumption  that  you  will  do  it. 

Chairman  Kasich.  If  we  don't  do  it  then — if  we  don't  pass  rec- 
onciliation, you're  right.  Let's  assume  we  pass  reconciliation. 
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Mr.  BoswoRTH.  Technically  the  path  again  and  again  in  the 
1980*s  is  to  cite  the  higher  number  and  then  not  carry  through 
with  the  actions  to  get  it.  Why  not  stick  with  the  CBO  projection 
the  way  it  is  and  then,  as  you  go  through,  calculating  the  amount 
of  deficit  reduction  you  have  to  do?  I  see  no  objection  to  counting 
as  vou  go  along,  year  by  year,  the  interest  rate  seedings  that  you 
will  get  and  the  higher  level  of  tax  revenue  that  you  will  get 
from 

Chairman  Kasich.  The  reason  for  that.  Doctor,  is  you  want  to  be 
accurate  in  what  you  forecast  and  we  should  be,  too.  It  gets  down 
to  being  a  matter  of  accuracy. 

Mr.  BoswORTH.  No,  it  gets  down  to  being  a  matter  of  making 
very  clear  to  the  public  where  the  benefits  are  coming  from,  that 
the  benefits  of  lower  interest  rates  and  higher  income  are  linked 
directly  to  deficit  reduction,  not  in  some  baseline  number  that's  as- 
sumed to  occur  no  matter  what. 

Chairman  Kasich.  Doctor,  we  agree  with  you  100  percent.  That's 
why  we  intend  to  do  that.  Dr.  Brinner. 

Mr.  Brinner.  The  exhibit  on  page  20  shows  you,  I  think,  some 
welcome  news.  As  you  pursue  tnis  deficit  reduction,  you  get  this 
virtuous  cycle  of  lower  debt  producing  lower  interest  payments  at 
any  given  level  of  interest  rates.  In  addition,  interest  rates  move 
down,  as  I  suggest,  in  the  range  of  2  percentage  points  eventually. 
Whether  it's  the  simulation  I've  done  for  this  committee's  work  or 
earlier  work  we  did  for  Concord  Coalition — ^both  of  which  are  non- 
partisan studies — ^we  find  that  an  aggressive  program  of  this  type 
produces  interest  payment  savings  7  years  out  that  match  your 
program  changes. 

So  if  you  want  to  achieve  $300  billion  in  deficit  reduction  10 
years  out,  you  can  proceed  on  a  linear  path  to  $150  billion  of  pro- 
gram cuts  and  the  capital  markets  and  the  simple  arithmetic  of 
lower  interest  rates  on  a  lower  debt  buy  you  the  other  half.  But  as 
Barry  said,  you  don't  want  to  put  that  in  your  baseline,  that's  one 
of  the  benefits  you  get. 

To  put  this  in  numbers  that  are  easy  for  us  to  understand,  we 
calculated  that  if  you  do  nothing  other  than  some  minor  adherence 
to  the  current  budget  rules,  that  the  debt  per  household  in  the 
United  States  will  level  off  at  about  $38,000  in  current  prices.  If 
you  do  this,  the  debt  falls  to  $27,000,  a  tremendous  reduction  that 
I  think  people  can  relate  to.  If  we  do  nothing,  taxpayers  have  the 
equivalent  of  a  second  mortgage  to  cover  Federal  debt  that  will  be 
$38,000  forever.  Instead,  you're  saying  if  we  do  this,  your  second 
mortgage  will  decline  to  $27,000. 

Chairman  Kasich.  I  want  to  come  back,  I'll  be  back  for  the  sec- 
ond round.  Dr.  Sabo. 

Mr.  Sabo.  I'm  just  curious,  as  you  work  on  your  numbers  on  pro- 
ductivity, on  what  you're  finding  happening  in  health  care,  if  any 
of  you  have  looked  at  that  in  particular — ^it's  no  secret  what's  driv- 
ing the  Federal  deficit.  It's  not  programs  to  feed  kids,  it's  health 
care  costs.  I'm  just  curious  what  you're  finding,  as  you  look  at  the 
relationship  of  productivity  and  what's  happening  with  health  care 
costs  in  this  country? 

Mr.  Brinner.  We've  done  some  studies  looking  at  the  health  care 
inflation  and  some  of  the  inflation  is  artificial.  There's  a  quality  im- 


88 

provement,  just  like  you've  heard  about  a  number  of  issues,  that 
shows  up  in  price  rather  than  improved  quality  or  improved  quan- 
tity. But  part  of  it  is,  in  fact,  higher  prices. 

I  was  just  reading  yesterday  yet  another  study  about  how  the 
prescription  costs  in  the  United  States  are  much  higher  than  they 
are  in  the  U.K.,  Australia,  and  Canada  for  basic  prescriptions.  Now 
part  of  that,  I  suspect,  is  due  to  the  tort  reform  that  you're  also 
considering,  where  if  you  sell  drugs  in  the  United  States  you've  got 
some  liabilities  laying  out  there  forever  that  you  may  not  have  in 
those  other  countries. 

Some  of  it  may  be  that  this  is  the  prime  market  where  firms 
must  recoup  the  money  for  their  R&D  and  the  other  markets  may 
not  be  quite  rich  enough  to  support  that,  so  the  firms  get  what  they 
can.  So  it's  not  all  what  I  think  the  press  implies,  price  gouging, 
but  I  think  that  we  can,  by  leveling  that  field  a  little  bit,  get  some 
relief  on  inflation.  In  fact,  we  include  probably  more  favorable 
health  care  cost  inflation  in  our  baseline  than  do  either  CBO  or 
Treasury,  which  is  part  of  the  reason  that  we  have  a  little  bit  more 
optimistic  baseline  deficit  than  they  do. 

So  you're  right  on  point  about  the  critical  nature  of  health  care 
costs  and  inflation. 

Mr.  Roach.  Can  I  just  add  to  that?  I  mean,  right  now  the  health 
care  component  of  CPI  is  running  at  close  to  its  lowest  level  in  20 
years.  That  suggests  that  we  may  be  beginning  to  already  see  some 
improvement  in  the  efficiency  of  health  care  delivery.  We've  obvi- 
ously got  a  long  way  to  go,  for  reasons  you  indicated,  but  there  is 
something  going  on  right  now  in  the  health  care  delivery  system 
that's  worth  noting. 

Mr.  Meyer.  I'd  just  follow  up  that  one  of  the  most  difficult  parts 
of  projecting  deficits  going  out  as  far  as  10  years,  is  coming  up  with 
a  sensible  number  for  how  much  health  care  costs  are  going  to  go 
up.  I  would  point  out  that  one  of  the  major  differences  between  the 
administration's  budget  forecast  and  CEO's  is  that  the  administra- 
tion is  more  optimistic  that  we  have  more  containment  going  on  in 
the  private  sector  on  health  care  costs  today,  and  therefore  that 
that  spending  is  going  to  increase  more  slowly,  and  that's  one  of 
the  reasons  that  they're  projecting  lower  deficits  out  over  the  next 
10  years. 

Mr.  Sabo.  Let  me  ask  a  question,  on  the  difference  of  whether 
we  move  toward  a  balanced  budget  with  or  without  an  amendment. 
If  one  were  moving  in  the  direction  that  you're  suggesting  with  an 
amendment,  that  includes  lots  of  uncertainties  over  what  happens 
with  interest  rates,  then  that  affects  billions  of  dollars.  Let  me  also 
suggest  that  one  of  the  differences  of  getting  there  without  an 
amendment,  or  close  to  it,  with  its  potential  positive  impact  on  in- 
terest rates,  is  the  nature  of  how  we  fund  the  deficit. 

My  own  judgment  is  that  if  one  were  there  with  a  balanced  budg- 
et constitutional  requirement,  fiscal  prudence  would  virtually  man- 
date that  we  move  all  funding  of  the  Federal  debt  to  long-term  debt 
because  you  would  want  to  avoid  the  variations  of  short-term  debt. 
And  historically  we  save  money  by  having  a  significant  portion  of 
the  debt  in  short-term  debt.  I  don't  see  how  you  could  do  that  in 
the  context  of  a  balanced  budget  amendment. 
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I'm  just  curious  what  the  impact  would  be  if  the  Federal  Govern- 
ment was  totally  in  long-term  debt,  because  of  prudence  in  how  you 
manage  the  debt?  Would  that  have  an  opposite  impact  on  long- 
term  debt  from  what  you're  suggesting? 

Mr.  Brinner.  I  actually  would  encourage  you  not  to  go  into  such 
an  overbalanced  way  into  long-term  debt,  because  when  you  think 
about  it  you're  borrowing  some  savings  from  other  people  in  this 
country  and  around  the  world.  Some  of  them  want  to  commit  their 
money  to  you  on  a  short-term  basis,  some  long-term. 

Mr.  Sabo.  What  I'm  suggesting  is  that  makes  sense  if  where 
you're  at  in  terms  of  fiscal  policy  is  there  without  the  requirements 
of  being  in  balance  by  the  Constitution  year  to  year,  I  think  a  con- 
stitutional balanced  budget  requirement  would  mandate  that  you 
go  long-term  financing  with  ever3rthing. 

Mr.  Brinner.  Let  me  suggest  that  someone  has  to  bear  the  risk 
of  borrowing  short-term.  So  if  the  Federal  Government  wants  to  get 
out  of  the  area  of  borrowing  short-term,  someone  else  is  going  to 
fill  that  void.  In  fact,  that's  what  happened  in  the  1980's  when  the 
Federal  Government  went  too  far  into  borrowing  long-term.  Cor- 
porations went  to  borrowing  short.  Homeowners  went  to  their  vari- 
able rate  mortgages.  Those  are  the  people  who  then  took  the  risk. 

But  now  the  Federal  Government  is  the  group  that's  imposing 
the  risk  on  everyone  through  its  tax,  budget,  and  monetsiry  policies. 
So  if  the  government  is  the  group  that's  imposing  the  risk — ^the  un- 
certainty of  the  business  cycle  fluctuations  and  everything — ^why 
shouldn't  the  Federal  Grovemment  be  the  one  that  has  to  bear  the 
risk  of  short-term  fluctuations  in  its  interest  costs? 

I  agree  with  your  notion  that,  in  the  private  sector,  financial  pru- 
dence says:  get  your  books  in  order,  borrow  long-term,  be  certain. 
But  you're  not  the  private  sector.  You  have  a  different  kind  of  re- 
sponsibility, so  I  think  it  would  even  reinforce  your  commitment  to 
stable  policy  if  you  had  to  bear  the  risk  of  your  short-term  costs 
going  up  and  down.  Just  another  way  of  thinlang  about  it. 

Mr.  Meyer.  Actually,  I  think  it's  a  quite  fascinating  point.  A  bal- 
anced budget  amendment,  to  the  extent  that  it  increased  the  credi- 
bility of  the  deficit  reduction,  would  certainly  promote  quicker  re- 
sponses in  long-term  interest  rates. 

On  the  other  hand,  enforcing  consistently  a  balanced  budget, 
neutralizing  perhaps  the  built-in  stability  in  the  economy  that 
comes  now  from  cyclical  change  in  the  deficits,  would  end  up  lead- 
ing to  much  more  volatility  in  short-term  interest  rates  than  we 
now  have.  Maintaining  a  balanced  budget  year  after  year,  when 
short-term  interest  rates  are  fluctuating  more,  would  of  course  be 
quite  a  challenge  then  under  the  balanced  budget  amendment. 

Moving,  as  you  suggested,  to  all  long-term  debt,  on  the  other 
hand,  would  impose  a  significant  cost  because,  on  average,  long- 
term  rates  are  higher  than  short-term  interest  rates.  You  would  be 
forced  to  undertake  larger  programmatic  cuts  in  order  to  end  up 
that  way.  So  I  think  it's  actually  quite  a  fascinating  point. 

Mr.  Roach.  I  would  just  add  here  that  the  volatility  of  short- 
term  interest  rates  will  depend,  in  the  end,  on  the  integrity  of  the 
Federal  Reserve  Board.  If  the  Federal  Reserve  Board  is  behind  the 
inflation  risk  in  the  economy,  then  there  will  be  an  awful  lot  of  vol- 
atility at  what  we  say  is  the  short  end  of  the  curve. 
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On  the  other  hand,  if  the  Fed  succeeds  in  limiting  the  economy's 
anti-inflationary  potential,  then  there  will  not  be  as  much  volatility 
at  the  short  end  of  the  curve.  For  the  government  to  sensibly  as- 
sess its  financing  strategies  in  a  period  of  deficit  reduction  and/or 
balanced  budgets,  I  think  it  would  be  a  mistake  to  put  too  many 
marbles  at  the  long  end  of  the  curve. 

The  normal  configuration  of  our  interest  rate  structure  is  still 
that  long-term  interest  rates  are  typically  1,  1.5,  2  percentage 
points  higher  than  short-term  interest  rates.  That  might  change  a 
little  bit  in  the  context  of  a  balanced  budget  amendment,  but  not 
significantly  enough  to  turn  Treasury  financing  strategy  on  its 
head. 

Mr.  Sabo.  I  think  if  you're  living  with  that  absolute  requirement, 
to  avoid  that  flux  which  can  be  $20  or  $25  billion  a  year,  fiscal  pru- 
dence would  demand  that  you  go  long-term.  You  know,  we  talk 
about  the  comparison  between  State  and  local  government.  In  my 
experience  with  the  State  government,  everything  was  20-year 
bonds.  I  think  most  local  governments  are  20-year  bonds,  or  maybe 
30-year  bonds. 

Mr.  Brinner.  They  borrow  short-term  as  well,  but  not  as  much. 

Mr.  Sabo.  We  did  some,  but  that  was  for  cash-flow.  That  was  for 
cash-flow  in  State  government.  The  ongoing  bonding  program  was 
20-year  bonds,  and  that  was  so  you  had  stability  and  we  built  the 
cost  of  that  into  our  operating  budget.  There  was  no  way  we  were 
going  to  let  that  interest  rate  flow  up  and  down  by  several  points. 

Mr.  Brinner.  You  would  make  your  financing  more  expensive  by 
biasing  long-term. 

Mr.  Sabo.  I  understand  that. 

Mr.  Brinner.  The  modeling  that  we've  done  indicates  that  the 
greater  the  proportion  of  the  Treasury  debt  that's  financed  long- 
term,  the  greater  is  the  spread  between  long-term  and  short-term 
rates,  other  things  equal.  Because  what's  going  on  is  that  you've 
got  some  people,  like  pension  funds,  that  want  to  lend  long-term, 
and  some  people,  like  retirees  who  want  CD's,  that  want  to  lend 
short-term.  They  both  have  preferences. 

That's  the  supply  side  of  the  market.  You,  the  Federal  Govern- 
ment, are  on  the  demand  side.  If  you  overbalance  the  whole  equa- 
tion so  that  you're  putting  all  of  your  demands  for  funds  at  one 
side,  you're  going  to  cause  the  price  of  money  on  that  side  to  go  up. 
Your  own  portfolio  composition  of  borrowing  will  affect  the  differen- 
tial and  make  it  worse  if  you  concentrate  on  the  long  end. 

Mr.  Sabo.  I  guess  what  I'm  simply  suggesting  to  you  is  that 
there  may  well  be  savings  in  long-term  rates  in  Federal  interest 
costs  if  we  can  get  to  approximately  a  balanced  budget  through  pol- 
icy. I'm  suggesting  to  you  if  we  got  there  and  were  required  to  stay 
there  by  Constitution,  a  significant  part  of  those  long-term  rate  in- 
terest savings  might  well  disappear. 

Chairman  Kasich.  Mr.  Herger. 

Mr.  Herger.  Thank  you  very  much,  Mr.  Chairman,  just  a  gen- 
eral question. 

Mr.  Roach,  in  your  opinion,  if  the  economy  is  showing  signs  of 
slowing  do  you  feel  that  this  would  mean  that  the  Fed  will  take 
a  pause  in  its  raising  of  interest  rates? 
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Mr.  Roach.  I  think  that's  the  message  that  came  across  nearly 
2  weeks  ago  from  Chairman  Greenspan.  You  know,  as  usual,  Fed 
Chairmen  sort  of  couch  their  message  in  a  veil  of  mystique  but  I 
think  the  impression  that  was  conveyed  in  that  report  is  that  the 
Fed  may  now  have  gone  far  enough  in  its  monetary  tightening 
campaign  to  begin  to  realize  the  benefits  of  these  efforts.  And  that 
suggests  to  us,  that  if  there  are  interest  rate  pressures  down  the 
road,  they  will  be  considerably  smaller  than  has  been  the  case  over 
the  past  12  to  13  months.  So  I  think  that  is  a  correct  assumption. 

Mr.  Herger.  Thank  you  very  much. 

Dr.  Meyer,  how  would  you  respond  to  the  Clinton  administra- 
tion's claim  that  additional  deficit  reduction  may  undermine  the 
current  recovery  or  even  cause  a  recession? 

Mr.  Meyer.  Well,  we  don't  want  to  ignore  the  contractionary  im- 
pact of  deficit  reduction.  On  the  other  hand,  we  also  want  to  appre- 
ciate the  fact  that  if  it  is  set  long  enough  in  advance  of  actually 
being  implemented  so  the  Federal  Reserve  has  a  chance  to  respond 
even  before  it  is  implemented,  the  Federal  Reserve  can  offset  much 
if  not  all  of  that  contractionary  impact. 

Having  said  that,  there  are  obvious  dangers  in  terms  of  timing. 
If  deficit  reduction  is  implemented  just  as  the  economy  is  otherwise 
slowing  cyclically,  it  does  raise  some  short-term  dangers.  I  would 
point  out,  however,  given  how  difficult  it  is  to  start  a  process  of  def- 
icit reduction,  that  would  not  be  a  good  reason  not  to  begin. 

Mr.  Herger.  I  appreciate  that.  Would  you  agree  with  Chairman 
Greenspan  and  Dr.  Reischauer's  statements,  that  the  best  way  to 
increase  long-term  growth  is  by  reducing  the  deficit  with  spending 
cuts,  not  tax  increases? 

Mr.  Meyer.  Yes,  I  would  agree  with  that.  How  the  deficit  is  cut 
matters  just  as  how  much  the  deficit  is  cut.  Cutting  the  deficit  by 
cutting  spending,  particularly  if  you  shield  those  spending  cuts 
from  public  investments  in  numan  capital  and  infrastructure,  I 
might  point  out,  if  you  cut  public  consumption,  is  the  surest  way 
to  raise  capital  formation  and  productivity. 

Mr.  Herger.  Thank  you.  Dr.  Brinner,  do  you  have  any  com- 
ments? 

Mr.  Brinner.  This  discussion  about  deficit  reduction  and  the 
economy  was  very  prevalent  during  1992  in  advance  of  the  cam- 
paign. We  worked  actually  for  all  three  people.  President  Bush, 
candidate  Clinton,  and  candidate  Perot.  I  felt  like  I  had  to  be  a 
cheerleader,  telling  them:  have  courage,  these  rates  can  go  down, 
they  will  support  the  economy.  And,  of  course,  we  saw  in  1993  after 
Congress  forcefully  moved  in  the  right  direction  that  the  bond  mar- 
ket sheared  very  forcefully  and  we  got  a  recovery  that  was  even 
stronger  than  people  had  hoped  in  the  absence  of  any  action. 

So  I  think  we  have  a  very  good  and  recent  example  that  action 
that  is  believable  and  credible,  with  a  long-term  path,  does  not  cre- 
ate a  recessionary  threat  to  the  economy. 

Mr.  Herger.  &>  you  would  tend  to  disagree  with  President  Clin- 
ton? 

Mr.  Brinner.  That's  right. 

Mr.  Herger.  Thank  you.  Thank  you  very  much. 

Chairman  Kasich.  The  gentleman  from  Pittsburgh,  PA,  over 
there,  Mr.  Coyne. 
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Mr.  Coyne.  Thank  you,  Mr.  Chairman. 

Dr.  Brinner,  in  your  DRI  model,  you  assume  that  with  the  re- 
form of  the  welfare  system  there's  going  to  be  increased  employ- 
ment in  the  economy.  I  wonder  what  impact  you  think  that  mignt 
have  on  low-wage  workers  and  people  who  earn  wages  at  the  lower 
end  of  the  economic  scale?  Is  that  going  to  tend  to  depress  their 
wages? 

Mr.  Brinner.  Actually,  let  me  clarify  just  a  little  bit.  We  assume 
that  the  welfare  reform  would  add  to  the  number  of  workers  avail- 
able. And  then  it's  up  to  the  Federal  Reserve  and  the  responses  of 
the  bond  market  to  deficit  reduction  to  create  the  demand  to  match 
that  extra  supply.  So  we're  not  assuming  that,  in  fact,  the  work 
fare  initiative  creates  the  jobs.  We're  assuming  that  the  Fed  sees 
that  there's  this  extra  supply  and  so  they  can  set  a  little  higher 
speed  limit  for  the  economy  through  their  investment  decisions  or 
their  Fed  operations. 

Having  said  that,  there  is  something  of  a  risk  that  if  you're  con- 
centrating that  extra  supply  of  workers  at  the  unskilled  end,  you 
have  something  of  a  replay  of  what's  gone  on  in  the  1980's  and 
1990'8  as  we've  had  semi-skilled  American  workers  competing  with 
semi-skilled  workers  from  the  rest  of  the  world.  That  would  tend 
to  put  a  damper  on  wage  power. 

So  I  think  you  need  to  be  sure  that  the  earned  income  credit  that 
was  just  greatly  expanded  is  there  to  provide  the  living  needs  of 
those  who  are  now  offering  their  hours  and  trying  to  find  work.  I 
think  the  earned  income  credit  is  the  right  answer  to  buffer  that. 

Mr.  Coyne.  Do  any  of  the  panelists  disagree  that  it  would  be 
more  prudent  for  this  committee  and  Congress  to  be  guided  by  the 
more  conservative  estimates  of  deficit  reduction?  Is  it  better  to  use 
more  conservative  projections  in  trying  to  get  deficit  reduction? 

Mr.  Brinner.  I  think  Barry  had  it  right,  that  you  set  a  baseline 
that  you  believe  is  accurate  in  the  absence  of  restraint.  And  then 
you  put  responsible  dynamic  feedbacks  in  on  a  kind  of  pay-as-you- 
go  basis,  as  you  actually  legislate  something;  vou  add  in  the  extra 
GNP  feedback  and  the  interest  rate  savings,  but  do  it  on  a  piece- 
wise  basis. 

Mr.  Coyne.  Thank  you. 

Mr.  Olver.  Would  the  gentleman  yield? 

Mr.  Coyne.  Yes,  I  would  be  happy  to  yield. 

Mr.  Olver.  Thank  you  very  much,  I  appreciate  the  gentleman 
from  Pennsylvania  yielding. 

I  think  this  is  sort  of  related  to  what  the  gentleman  spoke  to 
from  across  the  way  and  got  one  answer,  as  the  deficit  reduction 
should  be  achieved  by  tax  increases  and  spending  cuts.  I  would  just 
ask  each  of  you  quickly,  would  anyone  start  that  process  by  a  tax 
increase?  The  process  of  deficit  reduction,  which  I  think  we  all 
agree  should  be  done?  Would  any  one  of  you  start  that  process  by 
a  tax  increase? 

Chairman  Kasich.  I  think  the  gentleman  means  tax  cut. 

Mr.  Olver.  No.  The  question  across  the  way  was  whether  to  go 
with  a  tax  increase  or  a  spending  cut  in  order  to  achieve  deficit  re- 
duction. And  Mr.  Roach  had  said  "no,"  one  would  go  with  spending 
cuts.  Do  any  of  you  disagree  and  would  go  with  a  tax  increase?  It's 
just  a  "yes"  or  "no"  answer. 
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Mr.  Meyer.  Could  I  say  "no,  but?"  No,  I  wouldn't  start  out  with 
a  tax  increase,  by  any  means.  On  the  other  hand,  after  you  had 
come  up  with  $100  billion  of  spending  cuts,  you  might  be  left  with 
programs  that  you  think  are  so  important  and  so  valuable  that  you, 
unbelievably,  might  actually  be  interested  in  raising  additional 
money  to  fund  them.  I  know  that's  hard  to  believe,  but  I  think  it's 
possible. 

Mr.  Olver.  Is  it  "no"  in  each  of  the  other  cases?  Mr.  Bosworth, 
is  yours  "no,"  also? 

Mr.  Bosworth.  I  would  modify  it  from  the  extent  that  from  an 
economic  point  of  view,  it  really  doesn't  make  a  great  deal  of  deficit 
whether  you  reduce  the  deficit  by  tax  increases  or  expenditure  cuts. 
The  economic  benefits  we're  talking  about  come  from  deficit  reduc- 
tion. Now  when  you  reduce  the  deficit,  you  can  do  it  lots  of  good 
ways  and  you  can  do  it  lots  of  stupid  ways. 

Mr.  Olver.  Let  me  go  then  and  ask  would  any  one  of  you  start 
the  process  of  deficit  reduction,  which  all  of  you  agree  there  are 
great  benefits  to  deficit  reduction,  would  any  one  of  you  start  it  by 
a  tax  cut? 

Mr.  Brinner.  No,  I  think  that  a  tax  cut  such  as  this  child  care 
credit  is  possibly  mediocre  politics,  but  definitely  bad  economics. 
What  I  hear  from  your  budget  meetings  around  the  country  is  that 
something  like  80/20  or  90/10  against.  People  would  just  like  you 
to  get  on  with  reducing  the  deficit.  They  would  like  to  contribute 
their  $500  to  that,  rather  than  take  it  for  themselves,  knowing  that 
they  are,  in  fact,  taking  on  a  mortgage  equal  to  that  amount. 

Let  me  counter  Barry's  comment  on  taxes.  Economists  don't  say 
that  it  doesn't  matter  whether  you  cut  spending  or  raise  taxes.  It's 
pretty  clear  that  all  of  us  would  say  that  if  you  raise  payroll  taxes, 
for  example,  that  would  have  an  immediate  inflationan^  effect  on 
the  economy  that  would  then  be  countered  by  the  Fed.  If  you  elimi- 
nated investment  incentives,  that  would  be  counterproductive.  So 
it  is  not  a  matter  of  indifference. 

Chairman  Kasich.  The  gentleman  from  Michigan,  Mr.  Smith. 

Mr.  Smith  of  Michigan.  Thank  you,  Mr.  Chairman. 

I  want  to  sort  of  move  back  into  the  ballpark  of  capital  forma- 
tion, increasing  our  productivity.  It  would  seem  to  me,  from  the 
standpoint  of  the  effect  of  reducing  the  deficit,  therefore  reducing 
borrowing,  and  that  when  you  consider  that  the  Federal  Grovem- 
ment  borrowed  approximately  42  percent  of  all  of  the  money  bor- 
rowed last  year  was  borrowed  by  this  Federal  Government  right 
here,  that  we're  taking  money  out  of  the  circulation.  So  reducing 
the  deficit  certainly  allows  more  money  in  circulation.  It  takes 
some  of  the  pressure  and  demand  off  money,  therefore  reducing 
some  of  the  interest  rates. 

And  if  we're  going  to  have  capital  formation,  if  we  agree  that 
capital  formation  is  the  key  to  increasing  the  standard  of  living  in 
this  country  or  any  other  country.  And  if  we  consider  and  have  you 
looked  at  what's  happening  in  the  rest  of  the  world,  as  they're 
scrambling  to  change  their  laws  to  protect  investments,  as  they're 
scrambling  to  change  the  way  they  encourage  capital  formation  and 
capital  investment  in  their  country. 

It  seems  to  me  that  if  we  look  at  where  we've  been,  and  my  un- 
derstanding is  that  we've  sort  of  trailed  the  rest  of  the  world  in  the 
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amount  we've  saved  of  our  take-home  dollar,  we  sort  of  trail  how 
much  new  investment  in  machinery  and  equipment  we've  had  per 
worker  compared  to  the  rest  of  the  Gr-7  countries  in  the  industri- 
alized world,  that  as  we  compare  our  tax  policies  that  penalize  in- 
vestment in  that  new  machinery  and  equipment,  compared  to  what 
the  Asian  tigers  are  doing,  compared  to  what  Germany  is  doing, 
and  Italy  is  doing,  that  it's  reasonable  to  evaluate  our  tax  treat- 
ment of  capital. 

With  this  speech,  as  some  of  you  know,  I'm  the  author  of  the 
Neutral  Cost  Recovery  Bill  that's  part  of  the  Contract  With  Amer- 
ica. And  that  bill,  according  to  some  estimates,  reduces  the  cost  of 
that  machinery  and  equipment  and  facilities  by  16  percent.  Inter- 
est rates  would  have  a  much  less  dramatic  effect. 

So  the  bottom  line  question  is  what  can  we  do  to  increase  capital 
formation,  to  put  more  and  better  tools  in  the  hands  of  workers  so 
that  they  can  increase  their  efficiency,  and  ultimately  our  produc- 
tivity and  competitive  position?  It's  got  to  be  more  than  just  deficit 
reduction. 

Mr.  Roach.  Can  I  respond  to  that  in  the  following  sense?  I'm 
pro-capital  formation.  I  said  earlier  Barry  Bosworth  was  key  in 
pointing  me  in  that  direction  several  decades  ago. 

But  I  urge  you  again  to  freshen  up  your  perception  of  America's 
seemingly  chronic  underperformance  on  the  capital  formation  front. 
The  record  of  the  1990's  suggests  that  we  are  in  the  midst  of  the 
most  powerful  capital  equipment  spending  boom  in  our  post- World 
War  II  experience. 

The  overall  investment  share  of  the  economy  hit  a  new  record. 
This  is  gross  investment.  In  late  1994,  the  equipment  per  worker 
ratios,  in  terms  of  spending — I  have  a  chart  in  my  testimony.  Fig- 
ure 4— suggests  an  extraordinary  breakout  in  the  last  3  to  4  years 
from  its  long-term  trend. 

So  America  need  not  be  seen  as  a  country  that  is  totally  ignoring 
its  capital  formation  responsibilities.  Could  these  incentives  that 
you're  proposing  reinforce  this  trend  and  continue  to  keep  us  on  the 
path  of  increased  capital  formation?  I  think  that's  a  very  appro- 
priate question  and  I  believe  that  that  would  be  the  case  under  the 
Neutral  Cost  Recovery  Provisions,  as  I  best  understand  them. 

But  I  really  believe  strongly  that  we  have  made  a  meaningful 
turnaround  on  the  capital  spending  front  on  the  last  several  years. 
And  I  do  not  concur  with  the  impression  that  was  offered  earlier, 
that  we  are  still  the  same  as  we've  always  been,  bringing  on  con- 
sumption and  ignoring  capital  formation.  This  has  been  the  weak- 
est consumer  spending  recovery  of  the  past  35  years,  and  the 
strongest  capital  equipment  recovery. 

Mr.  Smith  of  Michigan.  Any  other  comments? 

Mr.  Brinner.  I'm  not  convinced  that  the  added  investment  incen- 
tives you're  talking  about  would  reduce  the  cost  of  capital  by  as 
much  as  that  2  percentage  point  reduction  in  rates  that  I  talked 
about  would  accomplish.  And  I  worry  that  the  big  outyear  revenue 
losses  that  the  neutral  cost  recovery  would  produce  would,  in  fact, 
produce  higher  interest  rates  and  might  neutralize — if  you  just  look 
at  that  legislation  in  isolation — ^it  might  neutralize  the  benefits 
you're  seeking  to  achieve. 
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That's,  in  fact,  the  reason  in  the  simulations  that  I  did  not  in- 
clude the  neutral  cost  recovery. 

Mr.  Smith  of  Michigan.  Anyone  else? 

Mr.  Meyer.  I  just  would  point  out  that  it  is  instructive  to  note 
that  there  are  two  ways  to  increase  capital  formation  with  fiscal 
policy.  One  is  deficit  reduction,  as  we've  noted,  and  the  other  is 
with  saving  and/or  investment  incentives,  neutral  cost  recovery 
being  an  example  of  an  investment  incentive. 

I  would  say  that  the  surest  way  to  do  it  is  deficit  reduction.  We 
have  a  very  mixed  history,  in  this  country,  of  the  sustainabiiity  of 
investment  incentives.  We  put  them  on,  we  take  them  off,  we  put 
them  on,  we  take  them  off. 

Secondly,  there  is  some  uncertainty  about  the  impacts  of  neutral 
cost  recovery  in  particular  because  my  understanding  is  from  busi- 
nessmen that  surprisingly  few  would  elect  that  if  given  the  option. 
We  do  have  a  problem. 

Mr.  Smith  of  Michigan.  I  just  might  say  they're  afraid  of  the 
specific  thing  that  you  suggested,  and  that  is  that  we  put  it  on  and 
take  it  off.  And  because  the  other  side  of  the  aisle  has  been  some- 
what critical  of  the  cost,  they  are  afraid  that  if  the  power  changes, 
that  somebody  would  just  deprive  them  of  that  in  later  years. 

Mr.  BoswoRTH.  I  just  want  to  add  one  thing  to  it.  I  think  that 
there  is  no  problem  in  the  United  States  at  the  present  time  with 
incentives  for  investment.  Businesses  have  lots  of  projects  that 
they  would  like  to  undertake.  The  problem  is  there's  no  financing 
for  that  investment.  What  little  investment  is  taking  place  is  being 
financed  by  capital  in-flows  from  abroad. 

So  I  don't  think  you  have  to  worry  about  stimulating  investment. 
You  have  to  worry  about  reducing  the  deficit  and  increasing  na- 
tional savings  and  providing  more  funds  for  financing.  I  think  busi- 
ness has  a  huge  backlog  of  investment  projects  they  would  like  to 
undertake,  if  you  would  only  provide  the  financing,  which  means 
get  the  deficit  down. 

Chairman  Kasich.  The  gentleman's  time  has  expired.  Nick,  you 
can  get  it  the  second  time  around.  The  gentlelady  from  California, 
Ms.  Woolsey. 

Ms.  WoOLSEY.  Thank  you,  Mr.  Chairman. 

I'm  worried  that  we  are  not  being  concerned  enough  about  our 
financial  markets  and  our  productivity,  about  investing  in  our  cur- 
rent and  future  work  force.  Is  there  an  impact,  from  your  minds 
as  economists,  on  trjdng  to  balance  our  budget,  paying  for  the  Con- 
tract on  America  through  deep  cuts  on  our  children,  their  edu- 
cation, their  nutrition,  their  student  loans? 

I  mean,  are  we  going  to  have  a  work  force — Mr.  Brinner,  in  your 
written  report  you  say  there  will  be  2.5  million  more  people  in  the 
work  force  with  welfare  reform.  If  we  don't  train  this  work  force, 
what's  that  going  to  do  to  our  economy  if  they're  not  ready  to  go 
to  work? 

Mr.  Brinner.  I  concluded  my  testimony,  in  fact,  with  a  state- 
ment that  we  do  have  to  worry  about  training  and  education  re- 
form, as  well.  What  I  hear  from  people  in  the  field  is  that  with  re- 
gard to  basic  education,  the  elementaiy  and  secondary  schools,  we 
have  enough  money.  It's  just  not  being  spent  well.  That's  why  I 
talk  about  reform.  But  when  I  hear  the  experts  talk  about  Head 
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Start  and  related  programs  and  postsecondary  training  of  the  work 
force,  I  hear  that  we  don't  have  enough  and  what  we  have  we're 
not  doing  well. 

So  I  actually  tend  to  be  on  the  side  of  let's  protect  some  of  these 
investments  while  we  go  about  the  business  of  deficit  reduction  be- 
cause I  do  share  your  concern,  that  as  we  compete  with  the  semi- 
skilled and  unskilled  around  the  world,  who  are  going  to  work  for 
$2  an  hour  or,  you  pick  the  value  of  the  peso,  maybe  it's  $1  an 
hour,  we  better  have  a  skill  advantage  that  we've  created  for  our- 
selves. 

Ms.  WOOLSEY.  Dr.  Bosworth,  would  you  like  to  respond  to  that? 
I  mean,  are  you  looking  at  the  investment  in  our  work  force  and 
will  we  have  a  labor  force  that's  ready  to  go  to  work  if  we  keep  cut- 
ting in  our  programs? 

Mr.  Bosworth.  I  agree  with  everything  that  Roger  Brinner  said. 
I  think  that  the  United  States  is  not  putting  enough  emphasis  on 
addressing  the  problem,  sort  of  you  might  call  the  forgotten  half  of 
the  education  system,  which  is  the  students  who  don't  go  on  to  col- 
lege. I  think  all  the  evidence  is  we  are  doing  an  outstanding  job 
with  the  50  percent  of  high  school  graduates  that  go  on.  But  at  the 
same  time,  the  evidence  is  we  are  doing  a  terrible  job  with  the  ones 
that  are  left  over,  and  we  provide  them  nothing. 

Earlier,  somebody  was  asking  questions  about  why  their  wages 
are  going  down,  and  I  think  this  is  the  reason. 

Ms.  WoOLSEY.  I  have  another  question  if  I  have  a  moment. 

Dr.  Brinner,  we  are  talking  about  making  an  investment  and 
putting  people  back  to  work  and  that  ultimately  that  will  bring  the 
deficit  down,  if  we  get  people  back  to  work.  That's  kind  of  like  dy- 
namic scoring.  Is  there  any  way  that  any  of  you  could  see  scoring 
welfare  reform  so  that  if  we  invest  in  people  in  the  short-term,  so 
that  they  go  to  work  and  get  off  welfare  in  the  long-term,  that  we 
can  score  it  so  that  we  can  see  it  as  a  savings  instead  of  a  cost? 

Mr.  Brinner.  We  did.  In  fact,  if  you  look — it's  not  in  this,  but 
it's  in  related  testimony  that  I  can  supply  you.  We  compared  this 
simulation  with  and  without  the  extra  workers  provided  by  welfare 
reform  and  showed  what  kind  of  responsible  dynamic  feedbacks 
you  get.  So  that  is  in  there.  It  does  provide  extra  supply  side 
growth  on  a  very  legitimate  basis  in  the  long-term.  It  isn't  self-fi- 
nancing, though.  It  is  not  self-fmancing,  but  it  still  is  probably  a 
worthwhile  investment. 

Ms.  WoOLSEY.  Thank  you  very  much. 

Chairman  Kasich.  The  gentleman  from  Michigan,  Mr.  Hoekstra. 

Mr.  Hoekstra.  Thank  you.  The  testimony,  I  think,  has  been  very 
fascinating  and  somewhat  complex. 

I  have  three  scenarios  for  you.  I'd  like  you  to  take  a  shot  at  them. 
You're  going  to  give  a  presentation  at  a  university  campus.  You're 
going  to  have  18  to  21-year-olds.  How  would  you  go  to  them  and 
make  a  presentation  on  the  value  of  focusing  on  deficit  reduction? 
I  know  I  was  with  the  chairman  in  Billings,  MT,  and  there  were 
students  protesting  that  we  might  actually  reduce  the  deficit. 

They  saw  no  value  in  the  government  in  Washington  actually 
acting  somewhat  responsibly.  What  would  you  tell  them?  How 
would  it  make  a  difference  in  their  lives  if,  over  the  next  10  years, 
in  7  years  we  reached  a  balanced  budget  and  then  we  have  3  years 
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of  actual  positive  revenues,  maybe  actually  even  paying  off  a  little 
bit  of  the  debt?  What  would  the  difference  be  to  a  21-year-old? 

Mr,  Meyer.  I'd  like  to  address  that  because  this  is  sort  of  a  down 
side  of  this  process  that  we  have  to  understand.  Deficit  reduction 
requires  sacrifice,  and  that's  what  their  protests  are  telling  you. 
They're  going  to  be  asked  to  sacrifice.  Everybody  is  going  to  be 
asked  to  sacrifice. 

Mr.  HOEKSTRA.  Can  I  just  interrupt?  We  talk  about  this  a  lot. 
Sacrifice?  The  Federal  Government  is  still  going  to  grow  by  20  to 
25  percent  over  the  next  5  years,  and  it's  amazing  to  me  that — 
well,  I  guess  you  don't  come  from  a  business  background — ^but  that 
you're  working  off  the  CBO  baseline  and  talking  about  shrinking 
government,  rather  than  recognizing  we're  going  to  be  increasing 
spending  each  and  every  year  for  the  next  5  years. 

Mr.  Meyer.  With  all  due  respect,  I  run  a  significant  business 
and  probably  have  more  business  experience  than  most  of  you.  But 
leaving  that  aside,  the  fact  of  the  matter  is  there  is  a  sacrifice:  con- 
sumption is  going  to  be  lower,  public  services  are  going  to  be  lower 
for  this  entire  10-year  period  of^  deficit  reduction. 

We're  in  the  investment  phase.  This  is  the  most  important  lesson 
economists  teach.  If  you  want  to  raise  output  in  the  future,  you 
need  more  investment  today  and  that  means  you  have  to  save 
more.  To  save  more  means  you  have  to  consume  less. 

Now  if  we're  not  willing  to  tell  people  that  there's  going  to  be  a 
sacrifice,  then  we're  just  misleading  them.  We  have  to  tell  them 
that  that  sacrifice  has  a  payoff  in  the  future,  and  it's  worth  it.  That 
is,  it's  going  to  raise  their  living  standards  for  a  very,  very  long 
time  and  the  living  standards  of  their  children  enough  to  make 
that  sacrifice  worthwhile. 

But  it  would  be  a  great  mistake  on  our  part  to  ignore  this  point. 
And  when  I  go  to  university  campuses,  I  would  certainly  lay  it  out 
that  way.  Present  sacrifice  for  future  gain,  still  a  good  deal. 

Mr.  Brinner.  I  think  that  we  can  exaggerate  the  sacrifice, 
though,  as  many  did  when  they  thought  about  the  defense  down- 
sizing, going  from  6  percent  of  GNP  to  3  percent  of  GNP.  You 
know,  if  you're  in  the  defense  business,  you  say  look  at  the  sac- 
rifice: my  business  is  being  cut  in  half  and  how  can  the  economy 
possibly  digest  that? 

Well,  the  answer  is  that  the  cut  is  phased  in  over  a  10-year  pe- 
riod and  the  rest  of  the  economy  then  needs  to  grow  from  94  per- 
cent to  97  percent  over  that  10-year  period  to  digest  it.  So  the  bulk 
of  the  economy  has  to  grow  a  third  of  a  percent  more  rapidly  to  off- 
set this  defense  industry  problem. 

So  the  pain  is  not  broadly  shared,  it's  focused  on  the  people  who 
are  displaced,  and  I  think  that  a  lot  of  the  government  spending 
that's  being  cut  back  is  not  in  the  form  of  entitlements  that  comes 
directly  out  of  somebody's  pocket,  but  loss  of  a  government  program 
that's  buying  their  goods.  So  they  have  to  be  transferred  into  pro- 
ducing some  other  kind  of  private  sector  good. 

I'm  not  quite  as  worried  about  the  sacrifice. 

Mr.  HOEKSTRA.  Specifically,  to  the  21-year-old  college  student, 
what  would  you  tell  them?  Better  chance  for  a  better  paying  job 
when  theyre  in  their  low  30's?  Higher  income,  lower  interest  rates, 
better  mortgage  rates? 
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Mr.  Brinner.  Yes,  all  of  the  above.  In  fact,  it's  not  hypothetical. 
I  teach  macroeconomics  at  MIT  and  I'm  a  board  memoer  of  the 
Concord  Coalition.  That  means  I  do,  I  just  delivered  these  presen- 
tations you're  talking  about  to  the  very  people  that  you  ask  as  a 
hypothetical  case. 

Mr.  Roach.  I  think  we're  all  in  agreement  on  this  point,  Con- 
gressman. I  mean,  the  question  is  how  much  emphasis  you  want 
to  place  on  pain  and  sacrifice.  For  me,  the  long-term  opportunities 
for  sustained  living  standards  are  equivalent  with  your  willingness 
to  invest.  And  investment  and  savings  are  synonymous  with  one 
another,  and  to  some  extent  there  may  be  a  price,  in  terms  of  fore- 
going the  needs  of  the  moment  to  get  to  where  vou  want  to  get  in 
the  long-term.  I  have  yet  to  meet  a  college  student  who  could  not 
understand  it  in  those  terms. 

Chairman  Kasich.  Mr.  Johnston. 

Mr.  Johnston.  Everybody  keeps  talking  about  how  much  more 
we're  going  to  be  spending,  but  in  the  same  period  of  time  the 
chairman  talked  about  $2  trillion  more  by  the  year  2004,  but  by 
then  inflation  would  have  gone  up  28  percent,  4  percent  a  year.  I 
figure  that  of  the  $2  trillion,  $1.7  trillion  goes  to  the  inflationary 
costs. 

Doctor — all  four  of  you  are  doctors.  It  reminds  me  of  the  good  old 
days  when  you'd  say  Mr.  Chairman  and  230  people  would  turn 
around. 

Dr.  Roach,  you  used  the  term  hocus-pocus  for  the  CPI.  This  may 
be  the  last  time  you're  invited  here,  Doctor.  Do  the  other  three  of 
you  feel  the  same  way  as  Dr.  Roach,  that  the  CPI  should  not  be 
manipulated,  changed,  or  reviewed  from  the  present  way  it  is  being 
calculated? 

Mr.  Meyer.  No,  we  should  get  it  right.  It's  probably  overesti- 
mated and  we  should  work  hard  to  correct  that. 

Mr.  Johnston.  Who  is  we,  now? 

Mr.  Meyer.  The  Bureau  of  Labor  Statistics,  who  is  responsible 
for  coming  up  with  the  measurement.  There  will  be  a  revision  com- 
ing out  in  January  of  1998  that  will  be  at  least  a  partial  correction. 
But  I  think  the  question  is  whether,  in  advance  of  that,  we  ought 
to  assume  a  larger  overstatement  of  the  CPI  and  use  that  to  lower 
the  path  of  transfer  payments.  I  think  that's  what  many  might 
question.  But  as  soon  as  is  practical,  we  should  improve  the  meas- 
ure of  the  CPI. 

Mr.  Johnston.  Incidentally,  I  agree  with  you.  I  know  the  chair- 
man doesn't. 

Mr.  Brinner.  I  would  give  you  a  mixed  prescription.  I  would  say 
according  to  the  studies  that  I  have  read,  you've  got  some  technical 
fixes  that  are  almost  arithmetic  in  nature,  or  algebraic,  that  could 
take  a  half  a  point  off.  Then  you've  got  some  very  difficult  and  par- 
tially judgmental  calls  that  probably  are  responsible  for  another 
full  percentage  point  of  overstatement. 

So  what  I  would  suggest  you  do  is  to  get  a  respected  nonpartisan 
panel  to  work  with  the  BLS,  to  insist  that  they  make  the  fixes  that 
would  give  you  the  half-point  benefit.  Then  they  would  produce  a 
report  that  says:  we  judge  that  over  a  span  of  decades  it's  typical 
to  find  1  percent  per  year  exaggeration.  And  then  you,  as  Congress, 
bite  the  bullet  and  say,  therefore:  "our  commitment  to  the  retirees 
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and  so  forth  is  to  protect  their  true  standard  of  living.  On  a  decade 
basis,  that  means  that  we  can,  with  good  conscience,  take  a  further 
percentage  point  off  of  the  formula." 

I  don't  want  to  ask  the  Bureau  of  Labor  Statistics,  on  a  monthly 
basis,  to  give  me  an  estimate  of  the  quality  change.  I  would  like 
for  them  to  give  me  a  decade  estimate  that  I  can  then,  as  a  Con- 
gressman, put  into  legislation. 

Mr.  Johnston.  Dr.  Bosworth,  CPI  question? 

Mr.  Bosworth.  No,  I  don't  agree  with  these  approaches.  I  think 
it's  very  important  that  the  correction  of  CPI  and  changes  in  it 
should  be  done  on  something  that  involves  no  politics  and  is  done 
by  a  professional  staff  at  the  Bureau  of  Labor  Statistics. 

There  are  two  technical  corrections.  One  of  them  actually  the 
Congress  could  have  some  influence  on,  and  that  is  that  there  has 
been  a  consistent  pattern  of  not  providing  the  funding  for  the 
rebasing  of  the  Consumer  Price  Index.  So  we  run  a  very  expensive 
survey  year  after  year  to  collect  information  on  changing  patterns 
of  people's  spending.  And  the  BLS  does  not  get  the  funding  to  in- 
corporate that  information  into  updating  the  Consumer  Price 
Index,  the  way  it  was  originally  planned  to  be  done. 

The  second  technical  fix  has  been  made  and  was  introduced  in 
January  of  this  year.  There  will  be  some  continuing  ongoing  im- 
provements. The  issue  of  quality  change,  you  hear  some  of  the  most 
inflated  numbers  tossed  around  on  the  basis  of  we  don't  know  and 
it  does  not  provide  a  basis  for  saying  it's  1  percent.  There  are  some 
questions  about  quality  adjustment. 

There  are  some  areas  I'd  submit,  in  automobiles,  for  example, 
that  the  evidence  is  increasingly  they  go  too  far.  It's  hard  to  believe 
the  improvements  that  they  claim  have  improved  in  automobiles 
over  the  last  couple  of  years,  and  a  lot  of  questions  have  been 
raised  in  the  research  about  the  methodologies  there. 

I  think  the  important  thing  for  this  Congress  is  to  don't  get  the 
political  process  into  the  creation  of  statistical  data  on  the  U.S. 
economy.  This  is  not  a  political  game,  we  don't  want  these  agencies 
to  be  manipulated  by  political  forces.  I  think  they  have  an  incred- 
ibly good  historical  record  of  doing  the  best  job  they  can  in  an  unbi- 
ased fashion.  And  I  think  it's  important  to  keep  their  credibility. 

Mr.  Roach.  Since  I  provoked  the  question,  can  I  just  correct  the 
impression?  It  was  not  meant  to  insult  you,  but  to  draw  your  atten- 
tion to  the  issue.  I  completely  concur  with  Barry  Bosworth  that  it 
would  really  be  tragic  to  compress  this  process.  It  is  going  to  take 
the  professionals  a  long  time  to  evaluate  the  CPI.  Don't  compress 
this  process  into  a  short  period  of  time  just  to  make  it  conform  to 
the  limits  that  you  have  on  the  budget  reconciliation  process. 

I  would  urge  you  to  proceed  in  due  haste  with  your  process  and 
then  put  a  lot  of  pressure  on  the  statisticians  to  deal  with  any 
problems.  I  am  concerned  that  there  are  numbers  being  thrown 
around  right  now  by  your  witness  tomorrow,  Chairman  Greensoan, 
that  has  lent  some  precision  to  our  ability  to  estimate  the  CPI  bias 
with  a  great  deal  of  certainty.  I  think  it's  very  premature  to  intro- 
duce those  types  of  numbers  into  your  discussions. 

Chairman  KASICH.  The  gentleman's  time  has  expired,  I'm  sorry. 
The  gentleman  from  Ohio,  Mr.  Hoke. 

Mr.  Hoke.  I  will  yield  to  Mr.  Inglis. 
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Mr.  INGLIS.  Thank  you,  Mr.  Hoke. 

Grentleman,  I  have  maybe  somewhat  of  a  novice  kind  of  a  theory, 
but  let  me  try  it  out  on  you  and  see  what  your  reaction  is.  In  the 
last  Congress  Mr.  Sabo  rightly  focused  our  attention  on  a  very  sig- 
nificant problem,  and  that  is  the  decline  in  the  real  wage  in  Amer- 
ica. And  in  fact,  I  think  it  has  a  lot  to  do  with  the  outcome  of  the 
1994  election. 

So  my  question  to  you  is  to  try  out  this  theory,  that  some  part 
of  that  has  to  do  with  the  fact  that  we're  defining  more  and  more 
potential  income  as  public  goods.  In  other  words,  we're  declaring  it 
to  be  a  public  good  or  public  policy  that  we  want  to,  by  regulation 
or  whatever  kind  of  action  by  a  governmental  entity,  basically  re- 
move that  from  the  province  of  choice  of  an  individual  wage-earner, 
and  remove  it  to  the  province  of  the  public  good  where  we,  as  an 
elected  body,  declare  this  to  be  a  public  good. 

For  example,  a  very  direct  example  might  be  the  amount  of  the 
increase  in  the  FICA  tax  that — ^well,  we  won't  go  into  all  of  that, 
but  basically  the  concept  is  that  that  would  otherwise  be  available 
to  me  as  a  wage  earner.  That's  a  pot  of  money  that  my  employer 
would  otherwise  pay.  But  because  we  so  dramatically  so  increase 
the  FICA  tax  for  the  employer,  we've  defined  away  as  a  public  good 
something  that  would  otherwise  be  within  the  realm  of  my  per- 
sonal choice. 

Another  example  might  be  the  liability  cost  in  various  regula- 
tions pertaining  to  ladders,  for  example.  If  I'm  an  electrician  and 
I  work  with  a  ladder,  the  cost  of  the  ladder  going  up  because  of  li- 
ability costs  because  of  regulations  pertaining  to  the  ladder  mean 
that  there's  less  pot  of  money  available  for  that  employer  to  hand 
to  me,  the  individual  electrician,  as  a  discretionary — within  the 
realm  of  my  personal  choice. 

Do  you  have  any  thoughts  about  that? 

Mr.  Meyer.  I  have  a  lot  of  thoughts  about  that.  I  would  suggest 
this  is  perhaps  our  most  serious  social  problem,  declining  real 
wages  among  unskilled  workers.  I  would  suggest,  with  all  due  re- 
spect, that  it  has  little  to  do  with  ladders  and  everything  to  do  with 
technological  change,  global  competition,  and  the  extraordinary 
high  rate  of  return  now  to  education  in  the  U.S.  economy. 

We're  operating  in  global  labor  markets.  Our  unskilled  workers 
are  being  asked  to  compete  with  workers  in  Indonesia,  Malaysia, 
Mexico,  and  China.  So  if  you  have  unskilled  workers,  that's  who 
your  competition  is.  And  of  course,  their  wages  are  a  lot  lower. 

And  our  unskilled  workers'  wages  are  on  a  declining  path  that's 
going  to  go  on  for  a  very  long  period  of  time.  The  only  hope,  in  my 
judgment,  is  focusing  public  policy  on  the  need  to  improve  the  skill, 
education,  and  training  of  these  low-skilled  workers  to  prepare 
them  to  enter  a  labor  force  of  an  otherwise  affluent  economy  that 
could  provide  them  with  living  standards  that  they  deserve. 

Mr.  Inglis.  Let  me  try  to  follow  up  on  that  and  see  if  this  hones 
my  question  a  little  bit.  Dr.  Meyer  just  talked  about — I  guess  you 
could  turn  that  into  an  appeal  for  job  training.  So  now  the  question 
is  what  I  hear  from  employers  in  my  district  is  don't  give  nie  a  gen- 
eralized job-training  program,  because  frankly  it  doesn't  work. 

They  tell  me  if  you  give  me  a  targeted  program  that  gives  me  a 
tax  credit,  then  I  will  train  someone  at  the  job  that  they  will  even- 
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tually  fill  if  you  give  me  a  ramp-up  time  for  them  to  begin  filling 
that  job,  I  will  employ  them  now.  But  don't  give  me  one  of  these 
generalized  programs  that  has  an  opaque  glass  door,  job  training 
on  the  back  of  it,  and  really  the  only  person  it  employs  is  the  per- 
son sitting  at  the  desk,  and  their  best  advice  to  the  people  coming 
through  the  door  is  listen,  next  time  Congress  creates  a  job-train- 
ing program  you  get  on  as  a  job  trainer.  That's  the  best  way  to  get 
a  job. 

That's  what  I'm  talking  about,  defining  away  as  a  public  good. 
In  other  words,  we  create  a  job  program — 70  or  80  of  them  at  the 
Federal  level,  I  suppose — as  a  public  good  that  would  otherwise  be 
available  within  the  realm  of  personal  choice. 

Mr.  Meyer.  I  think  that  point  is  very,  very  well  taken.  Many  of 
the  programs  that  have  good  intentions  don't  deliver.  The  problem 
is  there,  but  we  certainly  need  a  more  fine-tuned  response  to  them, 
and  I  agree  with  that. 

Mr.  INGLIS.  Did  you  want  to  respond  to  that? 

Mr.  Brinner.  I  haven't  looked  at  the  magnitude  of  the  issues  you 
raise,  other  than  the  general  notion  that  the  numbers  cited  about 
declining  real  wages  quite  often  is  apples  divided  by  oranges.  Just 
the  base  wage  divided  by  the  Consumer  Price  Index,  and  that 
Consumer  Price  Index  includes  health  care  costs  that  aren't  paid 
for,  and  the  benefits  are  being  provided,  you're  talking  about. 

And  if  instead  of  using  just  base  wages,  you  include  what  are 
called  total  compensation — ^wages,  salaries,  and  supplements,  in- 
cluding payroll  taxes — then  you  don't  see  as  dramatic  a  decline. 

Barry  actually  has  done  a  good  deal  of  work  on  that.  He  has  an 
excellent  article  summarizing  that  in  a  recent  journal  of  the  Brook- 
ings papers,  that  I  would  recommend  to  the  committee. 

Chairman  Kasich.  The  gentleman's  time  has  expired.  The  gen- 
tleman from  Massachusetts,  Mr.  Olver,  and  then  Mr.  Hoke. 

Mr.  Olver.  Thank  you  very  much,  Mr.  Chairman. 

This  has  truly  been  a  fascinating  discussion  this  morning.  I 
would  just  like  to  go  back  to  the  sacrifice  comments  that  were 
being  suggested  back  here  for  a  moment,  and  then  ask  a  couple  of 
questions.  The  proposed  tax  reduction  that  is  the  first  move  as  a 
part  of  the  Contract  on  America  to  deal  with  deficit  reduction  in- 
cludes per  year  $12.5  billion  of  tax  reduction  for  the  top  2  percent 
of  families,  those  families  now  making  over  $200,000  per  year.  Not 
much  sacrifice  in  the  roughly  $5,000  per  year  of  tax  reduction  that 
comes  there. 

The  sacrifice  comes  on  the  part  of  those  people  who  have  incomes 
under  $30,000  a  year  in  this  society,  which  are  some  who  have  very 
little  income  up  to  family  incomes  of  $30,000  a  year.  For  that  group 
of  people,  the  first  set  of  actions  that  we  will  be  taking  in  this  area 
of  trying  to  reach  deficit  reduction,  which  is  the  rescission  bill  that 
we'll  have  next  week,  includes  about  $15  billion  of  cuts  in  programs 
that  go  to  that  49  million  American  families,  over  40  percent  of  all 
American  families,  that  will  see  $16  billion,  $15  or  $16  billion  of 
cuts  in  their  programs.  They  are  indeed  going  to  be  asked  to  sac- 
rifice. 

So  I  think  we  have  to  be  a  little  bit  careful  about  who  we  are 
saying  is  sacrificing  in  this  process  to  get  deficit  reduction,  at  least 
under  the  Contract  on  America. 
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I'm  most  interested  in  the  comments  that  were  made  by  Mr. 
Meyer  and  Mr.  Bosworth.  Mr.  Bosworth  commented,  in  rough  form, 
that  we're  doing  very  poorly  with  half  of  our  people  in  school, 
roughly.  And  Mr.  Meyer,  you  came  back  and  said,  somewhat  simi- 
larly, that  the  only  hope — I  got  this  sort  of  paraphrased — the  only 
hope  is  education,  training,  skills  and  such  for  low-skilled  people. 
And  yet,  about  $3  to  $4  billion  of  this  first  set  of  rescission  cuts 
comes  on  a  group  of  things  which  is  summer  jobs  for  low-income 
youth,  job  training,  school -to- work  programs,  school  dropout  pre- 
vention, occupational  and  vocational  education,  and  Americorps, 
the  national  service  corps. 

So  we  are  starting  off,  it  seems  to  me,  in  rather  a  peculiar  way 
to  invest  in  that  half  of  the  people  that,  at  least  two  of  you  in  your 
comments  that  were  voluntary,  said  we  are  really  doing  far  too  lit- 
tle for.  And  at  a  time  when  I  think  all  of  you  agreed  that  it  is  rath- 
er peculiar  to  be  starting  on  deficit  reduction  by  lowering  taxes. 

Now  my  question,  I  think  I've  come  to  a  conclusion  listening  here 
that  Dr.  Brinner  and  Dr.  Bosworth  sort  of  agree  that  if  you  were 
to  reduce  the  deficit  by  roughly  half,  that  you  could  gain  the  reduc- 
tion in  deficit  by  about  half  on  interest,  debt  interest,  that  we  are 
pa3dng  and  about  half  by  actual  real  cuts  in  spending.  I  think  that 
was  pretty  close  to  what  you  said.  Dr.  Bosworth,  in  the  process. 

I'd  just  like  each  of  you,  for  instance,  to  tell  me  the  eight  interest 
rate  increases  that  we've  seen  in  the  last  year,  year-and-a-half,  how 
much  have  those  increased  our  debt  payments  at  the  present  time 
on  the  $4.5  trillion  roughly  debt,  and  obviously  the  increase?  If  you 
can  tell  me  within  roughly  plus  or  minus  $10  billion? 

Mr.  Brinner.  I  really  would  have  to  go  back  and  play  out  an 
economy  where  the  short-term  rates  weren't  rising  but  the  long- 
term  rates  jumped  up  a  lot  higher,  because  the  bond  market  would 
have  seen  a  booming  U.S.  economy  with  inflation  going  much  high- 
er, would  have  completely  lost  credibility  with  the  Fed.  So  what 
you  gained  in  lower  short-term  financing  you  would  have  lost  to 
some  degree,  and  I'd  have  to  calculate  it,  on  long-term  financing. 
So  I'm  not  convinced  that  you  would  have  bought  it,  a  benefit. 

Chairman  Kasich.  The  gentleman's  time  has  expired.  Does  any- 
body else  on  the  panel  want  to  respond?  [No  response.] 

Then  the  gentleman's  time  has  expired.  The  gentleman  from 
Ohio,  Mr.  Hoke. 

Mr.  Hoke.  Thank  you,  Mr.  Chairman.  I  just  had  a  couple  of 
questions. 

Mr.  Bosworth,  you  testified  I  believe  earlier,  before  I  had  to 
leave,  to  a  number  of  things.  You  said  the  economy  is  on  a  con- 
sumption binge  and  has  been  for  about  20  years,  that  we  have  no 
investment  in  physical  capital  and  no  increase  in  real  wages  in 
that  period  of  time.  When  you're  talking  about  investment  in  phys- 
ical capital,  what  are  you  referring  to? 

Mr.  Bosworth.  Basically  plant  and  equipment  in  the  U.S.  econ- 
omy. 

Mr.  Hoke.  When  you  say  no  investment,  are  you  saying  no  net 
investment,  net  of  depreciation? 

Mr.  Bosworth.  I  shouldn't  say  no.  What  I  mean  is  that  we  have 
a  very  low  rate  of  net  investment  in  the  United  States.  It's  cur- 
rently running  about  3  to  4  percent  of  GDP. 
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Mr.  Hoke.  Do  you  think,  putting  aside  the  question  of  these 
other  tax  cuts  that  are  being  proposed  right  now,  that  have  been 
proposed,  do  you  think  that  the  reduction  in  the  capital  gains  tax 
rate  would  have  a  positive  impact  on  investment  and  physical  cap- 
ital? 

Mr.  BOSWORTH.  Yes,  but  I  think  it  would  be  very  small. 

Mr.  Hoke.  Does  anybody  else  have 

Mr.  BoswORTH.  They  think  it  would  be  big. 

Mr.  Brinner.  We  have  run  the  effects  of  capital  gains  tax  cuts. 
We  think  it  would  reduce  the  cost  of  capital  by  about  1  percent  and 
raise  investment  spending  by  about  1  percent  after  being  phased 
in.  It's  a  contribution  that's  not  on  the  same  order  of  magnitude  as 
budget  balancing. 

Mr.  Hoke.  So  budget  balancing  still  is  No.  1? 

Mr.  Brinner.  That's  right.  We  look  at  capital  gains  as  simple 
change  to  excluding  half  of  the  gain  for  income  as  being  essentially 
revenue  neutral  over  a  7-year  period, 

Mr.  Hoke.  How  long? 

Mr.  Brinner.  That  is  7  years. 

Mr.  Hoke.  The  thing  that  I'm  most  concerned  about,  with  respect 
to  everything  that  I've  heard  this  morning — and  I've  heard  I  guess 
three  presentations — is  this  agreement  that  there  has  been  no  in- 
crease in  real  wages  for  working  people.  I  don't  exactly  understand 
the  explanation  for  that.  You  seem  to  suggest,  Mr.  Bosworth,  that 
there  has  been  no  increase  in  productivity  and  that's  why  there's 
been  no  increase  in  real  wages,  but  I  think  that  Mr.  Meyer  said 
the  opposite  of  that,  that  there's  been  a  tremendous  increase. 

Mr.  Bosworth.  Split  it  into  two  things.  One,  most  of  the  slow 
down  in  the  rise  of  real  wage  of  the  average  worker,  let's  just  take 
the  typical  worker,  is  due  to  a  decline  in  the  rate  of  growth  of  pro- 
ductivity in  the  United  States  compared  to  the  early  1970's.  Sec- 
ond, since  about  the  early  1980's,  there  has  been  a  problem  that 
consumer  prices — ^the  prices  that  workers  pay  for  the  things  they 
buy — are  going  up  in  price  far  more  rapidly  than  the  price  of  the 
things  they  produce. 

The  best  example,  you  buy  health  care,  it  costs  a  lot.  You're  pro- 
ducing computers,  and  the  price  keeps  going  down.  We  measure 
productivity  using  output  prices,  and  it  looks  like  there's  some 
gain.  It's  about  1  percent  a  year.  But  then  we  turn  it  over  and  look 
at  what  you  can  do  with  that  income  using  consumer  prices,  and 
find  out  it  isn't  going  anywhere  because  the  consumer  prices  are 
rising  almost  1  percent  faster  than  the  output  prices. 

The  last  thing  about  them  is  that  often,  when  people  think  of 
their  wage,  they^re  thinking  of  the  take  home  money  they  got,  the 
cash.  Earlier,  somebody  mentioned  increases  in  FICA  taxes.  Com- 
pensation, the  amount  the  employer  thinks  that  they  paid 

Mr.  Hoke.  Is  everything  combined. 

Mr.  Bosworth.  That's  in  line  with  productivity.  If  you  look  at  it, 
health  care  costs,  private  pension  costs,  and  Social  Security  tax  are 
the  three  elements  of  those  so-called  fringe  benefits.  That  as  a 
group  has  been  going  up  fairly  rapidly.  It  eats  up  about  half  the 
growth  in  productivity  every  year. 


104 

Mr.  Hoke.  And  the  paradox  there,  of  course,  is  that  the  wage 
earner  doesn't  particularly  feel  like  he  or  she  is  getting  any  value 
for  that  additional  expense. 

Mr.  BOSWORTH.  They  probably  don't,  but  they  all  want  health 
care  at  the  same  time. 

Mr.  Hoke.  I  want  to  ask  another  question,  because  my  time  is 
going  to  run  out,  and  then  if  you  want  to  respond  to  this  if  there's 
more  time,  I'd  be  happy  to  hear  it. 

We  hear  a  lot  about  the  question  of  manufacturing  base  versus 
service  economy.  My  own  belief  is  that  the  whole  notion  that  we 
can  ever  be  a  sustained  leader  in  world  production  and  the  com- 
mercial activity  of  the  world  based  on  a  service  economy  is  pure 
folly.  And  that  this  notion  that  we  don't  need  a  manufacturing  base 
doesn't  make  sense. 

I  wonder  if  you  have  all  thought  about  this  and  where  you're  at 
on  it? 

Mr.  Roach.  Can  I  just  comment  on  that?  I  mean,  this  is  an  old 
debate 

Mr.  Hoke.  Mr.  Brinner  wanted  to  speak  first,  would  you  please? 

Mr.  Brinner.  I  think  that  part  of  it  is  kind  of  a  misleading  meas- 
urement. If  you  look  50  years  ago,  a  manufacturing  company  had 
its  own  truck  fleet,  its  own  accounting  staff,  its  own  legal  staff.  It 
did  cogeneration  to  produce  more  of  its  own  electricity.  It  had  its 
own  cafeteria  workers,  its  own  trash  disposal.  All  of  those  people 
were  called  manufacturing  workers.  And  then  you  had  women  typi- 
cally at  home,  cooking,  cleaning,  doing  laundry.  Those  weren't 
counted  as  employees. 

Today  the  manufacturing  enterprise  still  has  all  those  employees 
I  described.  You  have  service  workers  doing  cooking,  cleaning, 
laundry,  and  they're  not  counted  as  employees.  So  you  really  have 
a  biased  measurement  when  you  say  manufacturing  is  shrink- 
ing  

Mr.  Hoke.  Are  you  saying  that  we  haven't  lost  our  manufactur- 
ing base? 

Mr.  Brinner.  No,  I'm  sa3dng  you're  exaggerating  the  apparent 
decline  by  looking  at  employment  numbers.  If  you  look  at  total  out- 
put manufacturing  as  a  share  of  total  output,  has  been  stable. 

The  other  thing  I  would  say  is  that  in  this  new  global  competi- 
tion world,  what  we  do  real  well  is  to  create  technology,  manage 
it,  and  market  it,  and  we  might  have  some  of  the  assembly  work 
done  somewhere  else.  We  are  still  in  control  of  that  manufacturing 
enterprise  even  if  some  of  the  workers  are  in  Ireland  or  elsewhere. 
In  fact,  in  terms  of  the  U.S.  share  of  global  manufacturing  output 
that  we  manage  here  with  U.S. -dominated  corporations,  we're  still 
doing  well. 

Chairman  Kasich.  The  gentleman  from  Oklahoma,  Mr.  Largent. 

Mr.  Largent.  Thank  you.  I  have  three  questions  that  I'd  like  to 
throw  out  and  then  ask  you  to  budget  your  time  so  it  doesn't  run 
out.  They  are  diverse  questions. 

The  first  question  relates  to  two  of  the  different  issues  that  we're 
dealing  with  in  this  first  100  days,  one  has  to  do  with — and  we've 
already  dealt  with  it — regulatory  relief.  The  other  that  we're  deal- 
ing with  this  year  is  trying  to  bring  some  common  sense  to  exces- 
sive litigation. 
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My  first  question  is  if  we  can  bring  some  common  sense  to  those 
two  areas,  regulatory  relief  and  excessive  litigation,  will  that  not 
in  fact,  at  some  point  in  time,  represent  an  increase  in  real  wages 
for  the  average  guy  that's  getting  up  at  5  o'clock  in  the  morning 
and  working  for  an  hourly  wage? 

The  second  question  is  we've  heard  an  uncanny  consistency  for 
the  most  part  that  economists  believe  if  we  can  decrease  the  deficit 
we'll  also  see  a  corresponding  decrease  in  interest  rates,  long-term 
interest  rates.  I'm  wondering  what  the  relationship  is  between  defi- 
cit reduction  and  inflation,  if  in  fact  there  is  a  relationship  there? 

The  third  question  is,  in  the  past  several  days  there's  been  a  real 
decline  in  the  strength  of  the  dollar  overseas.  Is  there  any  relation- 
ship between  that  decline  in  the  strength  of  the  dollar  and  the  cur- 
rent deficit  and  national  debt  of  the  United  States? 

Mr.  Meyer.  I'd  like  to  address  those  issues.  First  of  all,  in  terms 
of  regulatory  relief  and  excessive  litigation,  I  think  the  direction  is 
clear  that  if  we  remedy  these  excesses  we'll  see  some  increase  in 
productivity  as  a  result.  I  wouldn't  venture  a  quantitative  measure 
of  how  much  we  could  hope  for,  but  I  would  argue  it  would  be  ex- 
tremely small  relative  to  the  gains  that  come  from  reducing  the 
deficit. 

Let  me  go  on  in  terms  of  the  deficit  and  inflation,  because  that's 
such  an  easy  question.  The  answer  is  that  those  things  have  almost 
nothing  to  do  with  each  other.  Inflation  will  be  determined  by  the 
Federal  Reserve  and  the  course  of  its  monetary  policy  settings,  and 
what  we  do  with  the  deficit  will  have  virtually  no  impact  on  infla- 
tion. 

The  third  question  has  to  do  with  the  dollar.  Some  would  argue 
perhaps  that  it  is  declining  because  of  lack  of  confidence  in  U.S. 
policy  because  we  didn't  pass  the  balanced  budget  amendment.  I 
would  only  point  out  that  I  presume  if  we  had  passed  the  balanced 
budget  amendment  it  would  have  fallen  even  more,  if  they  under- 
stood the  fact  that  a  balanced  budget  amendment  means  signifi- 
cantly lower  U.S;  rates  relative  to  the  rest  of  the  world.  We  esti- 
mate that  the  dollar  will  fall  10  percent  in  the  course  of  deficit  re- 
duction and  that  that's  a  positive  development  indeed,  because  it 
increases  the  competitiveness  of  U.S.  goods  and  helps  us  to  reduce 
our  trade  deficit. 

So  it's  a  complicated  subject,  but  that's  my  quick  take. 

Mr.  Brinner.  Just  to  elaborate  a  little  bit  on  LanVs  point  about 
the  irrelevance  of  the  deficit  reduction  to  inflation,  if  the  Fed  takes 
no  action,  just  provides  the  same  reserves  they  would  have  pro- 
vided in  the  absence  of  deficit  reduction,  because  the  economy 
would  slow  down  a  little  bit  that  would  cut  inflation.  But  I  think 
all  of  us  agree  that  the  Fed  is  likely  to  respond  to  the  developments 
in  budget  policy  with  slightly  greater  liquidity  to  keep  unemploy- 
ment about  where  it  would  have  been. 

And  if  they  do  that,  inflation  is  largely  unchanged. 

With  regard  to  the  peso  and  the  dollar  decline,  they  are  very 
closely  related.  It  seems  to  me  that,  compared  to  our  major  com- 
petitors like  Japan  and  Germany  we  have  a  disproportionate  inter- 
est in  Mexico,  so  that  we  have  a  greater  loss  due  to  the  Mexican 
decline,  the  peso  decline.  Greater  loss  in  exports,  and  greater  in- 
crease in  import  penetration. 
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To  offset  that,  our  dollar  has  to  fall  against  the  mark  and  the 
yen,  so  that  we  can  pick  up  some  market  share  on  the  rest  of  the 
world. 

Mr.  Roach.  I  would  just  add,  as  I  indicated  when  I  spoke  at  the 
opening,  I  don't  think  it's  a  coincidence  that  the  dollar  has  been 
precipitously  weak  in  the  aftermath  of  the  defeat  of  the  balanced 
budget  amendment.  There  is  a  growing  sense  that  in  light  of  the 
obligations  that  we  have  in  Latin  America,  the  Congress  has  not 
demonstrated  at  this  point  its  specific  resolve  toward  deficit  reduc- 
tion and  is  still  focusing  first,  at  this  point,  on  tax  cutting. 

Mr.  Largent.  Thank  you. 

Chairman  Kasich.  The  gentleman  from  Texas,  Mr.  Smith. 

Mr.  Smith  of  Texas.  Thank  you,  Mr.  Chairman. 

First  of  all,  I'd  like  to  make  a  comment.  Since  I  arrived  a  few 
minutes  ago,  I've  heard  a  lot  about  the  word  sacrifice  and  the  fact 
that  people  are  making  sacrifices  and  being  sacrificed  because  of 
the  proposed  spending  cuts.  I'd  just  like  to  point  out  that  I  think 
that  that's  only  part  of  the  picture.  The  other  part  of  the  picture 
encompasses  the  great  middle  class  who  do  the  work  and  pay  their 
taxes,  and  perhaps  it's  appropriate  that  we  ask  them  to  sacrifice 
a  little  bit  less. 

In  that  regard,  taxes  of  course  today  are  at  an  all-time  record 
high,  as  I  understand  it.  The  combination  of  local.  State,  and  Fed- 
eral taxes  now  takes  up,  on  the  average,  something  like  40  cents 
out  of  every  dollar.  When  I  walked  into  the  room  a  few  minutes 
ago,  Dr.  Bosworth,  you  had  made  the  point  that  the  important 
thing  was  to  reduce  the  deficit,  whether  we  cut  spending  or  in- 
crease taxes. 

But  given  the  record  on  increasing  taxes  and  the  fact  that  the 
projected  revenue  has  never  equaled  or  has  always  exceeded  the  ac- 
tual revenue,  it  seems  to  me  that  the  only  way  to  guarantee  that 
we  reduce  the  deficit  is,  in  fact,  to  cut  spending  as  opposed  to  raise 
taxes  and  always  come  up  with  an  actual  revenue  less  than  the 
projected.  Would  you  agree  with  that? 

Mr.  Bosworth.  No,  but  I  fully  agree  that  the  issue  of  tax  in- 
creases versus  expenditure  cuts  is  your  business,  not  my  business. 
All  I'm  trjdng  to  say  is  from  a  purely  economic  point  of  view,  the 
major  economic  benefits  come  from  deficit  reduction.  It  is  true  that 
there  will  be  some  economic  consequences  if  you  reduce  the  deficit 
in  stupid  ways. 

If  you  cut  out  very  valuable  programs  that  contribute  to  produc- 
tivity, it  will  hurt.  If  you  have  a  stupid  tax  increase  that  reduces 
investment  incentives,  for  example,  it  will  hurt.  But  the  fundamen- 
tal issue  is  everything  else  equal,  reducing  the  budget  deficit  is  the 
biggest  economic  fact.  That's  all  I  meant.  The  issue  of  how  to  do 
it  is  your  business. 

Mr.  Smith  of  Texas.  I  think  that  we  agree  on  that. 

Let  me  ask  you  for  the  figures — I  know  we  don't  have  the  figures 
in  for  the  1993  tax  hike.  What  about  the  1990  tax  increase?  Do  you 
have  the  figures  for  the  projected  revenue  versus  the  actual  reve- 
nue increase? 

Mr.  Brinner.  I  don't  think  anyone  can  ever  measure  that  be- 
cause they  don't  know  what  the  revenues  would  be  in  the  absence 
of  the  tax  law  change. 
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Mr.  Smith  of  Texas.  I  mean,  when  the  tax  hike  was  proposed, 
there  were  projections  made,  there  were  statements  made  as  to 
what  revenue  it  would  be  generating.  You're  simply  saying  there's 
no  way  to  ever  check  that? 

Mr.  Brinner.  There  is  an  indirect  way.  As  we  monitor  the  econ- 
omy monthly  and  quarterly  with  our  models,  we  look  to  see  wheth- 
er there  are  underpredictions  and  overpredictions.  To  a  certain  ex- 
tent the  revenues  are  coming  in  a  little  above  what  we  might  have 
thought,  so  I  haven't  seen  the  big,  dynamic  negatives  that 

Mr.  Smith  of  Texas.  Everything  I've  read  has  led  me  to  believe 
that  the  projected  increases  have  always  exceeded  the  actual  reve- 
nues when  it  comes  to  tax  hikes,  whether  it  be  1986,  or  1990.  I 
don't  know  about  1993. 

Mr.  BOSWORTH,  There  are  some  individual  examples  where  that 
is  true.  For  example,  the  luxury  tax  2  years  ago.  But  in  general, 
with  respect  to  broad-based  income  taxes,  those  changes — ^the  1986 
change  came  in  a  little  bit  under  projected.  The  1990  changes  have 
tended  to  come  in  a  little  bit 

Mr.  Smith  of  Texas.  A  little  bit  over,  you  say? 

Dr.  Meyer,  I'd  like  to  go  to  you  and  ask  you  a  question  about 
health  care.  It  seems  to  me  that  in  the  private  sector  the  health 
care  costs  have  increased,  in  that  case,  far  less  than  projected,  and 
certainly  less  than  in  the  public  sector  where  the  government 
health  care,  Medicaid  and  Medicare,  have  been  increasing  at  sev- 
eral times  the  inflation  rate. 

What  does  that  say  about  where  we  should  go  to  reduce  the  defi- 
cit? And  does  that  say  anything  about  how  we  might  reduce  the 
public  health  care  cost  increase,  compared  to  the  private  sector? 

Mr.  Meyer.  Well,  I  think  that's  certainly  a  valid  point.  By  emu- 
lating some  of  the  cost  containment  procedures  that  most  American 
firms  have  now  turned  to,  it's  certainly  quite  likely  that  there  could 
be  ways  of  reducing  the  rise  in  health  care  costs  over  the  next  dec- 
ade. We  should  be  careful,  though,  because  this  is  a  one-time  gain 
as  we  shift  into  more  managed  care.  Once  everybody  is  in  managed 
care  then  we're  going  to  have  problems  because  then  the  rate  of 
health  care  costs  may  begin  to  rise  faster  again. 

But  we  have  a  long  transition  period  where  we  might  be  able  to 
contain  health  care  costs  in  the  private  sector,  and  we  can  only 
hope  that  in  the  public  sector  they'll  find  a  way  to  duplicate  that. 

Mr.  Smith  of  Texas.  Thank  you.  Dr.  Meyer.  Thank  you,  Mr. 
Chairman. 

Chairman  Kasich.  The  gentleman  from  Pennsylvania,  Mr.  Walk- 
er. 

Mr.  Walker.  Thank  you,  Mr.  Chairman.  I  apologize  for  not  being 
here  earlier  in  the  hearing,  but  I  gather  that  in  the  course  of  the 
hearing  virtually  the  entire  panel  has  agreed  that  growth  is  a  good 
thing? 

Mr.  Meyer.  We  all  think  that  more  is  better  than  less. 

Mr.  Walker.  Let  me  ask  you  this,  though.  Do  you  believe  that 
growth  is  better  inspired  by  government  activity  or  by  entre- 
preneurial activity? 

Mr.  Brinner.  You're  giving  us  a  little  bit  of  a  softball  here.  I 
think  we're  all  a  little  bit  reluctant  to  just  write  a  blank  check  an- 
swer. You  know,  Senator  Packwood  once  asked  me  a  question  dur- 
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ing  testimony  on  deficit  reduction.  He  said:  Tell  me  now,  are  defi- 
cits bad  universally?  I  mean,  if  a  company  puts  up  a  hydroelectric 
dam  and  borrows  money  to  do  it,  that's  good.  But  if  the  government 
borrows  money,  that's  bad?"  And,  of  course,  we  all  said  no.  Senator, 
if  the  hydroelectric  dam  is  worth  having,  it  doesn't  matter  who  puts 
it  up  as  long  as  the  cost  is  the  same. 

We  basically  all  can  find  higher  rates  of  return  on  average  on 
private  sector  investments  than  the  average  on  government  sector 
investments,  with  a  couple  of  exemptions  I  think  all  of  us  would 
make  on  certain  education  support. 

Mr.  Walker.  I  think  what  I  heard  there  was  that,  in  general,  en- 
trepreneurial activity  is  better  than  government  activity,  but  not 
necessarily.  Is  that  a  fair  statement? 

Mr.  BOSWORTH.  It  sounds  good  to  me. 

Mr.  Brinner.  Yes. 

Mr.  Walker.  The  only  reason  why  it's  not  particularly  a  softball 
is  because,  in  all  honestly,  that's  the  nature  of  the  deficit  reduction 
debate  that  we're  going  to  have  because  that's  what  separates  the 
two  parties  in  large  part  here. 

The  Democrats  are  going  to  largely  argue  that  all  of  the  things 
that  they  have  put  in  place,  in  terms  of  getting  the  country  moving, 
are  dependent  upon  the  government  programs  that  are  at  the  base 
of  all  of  that.  Aiid  by  putting  money  into  those  government  pro- 
grams, they  in  fact  inspire  the  total  economy  to  move.  We're  going 
to  argue,  in  large  part  that  withdrawing  government  activity  may 
not  damage  the  economy  that  much  if  you  can  assure  that  entre- 
preneurial activity,  in  fact,  picks  up  a  portion  of  that.  And  that,  in 
the  end,  that  entrepreneurial  activity  will  drive  the  economy  for- 
ward. 

So  the  reason  why  I  ask  the  question  is  because  in  large  part 
shaping  budgets  that  end  up  reducing  deficits  depends  upon  wnere 
you  start.  And  the  two  parties  do  start  from  different  bases  on  this 
question.  Dr.  Meyer? 

Mr.  Meyer.  I  think  the  reason  you  see  some  hesitation  on  our 
part  is  this  is  so  much  of  a  political  as  opposed  to  economic  issue. 
No.  1.  And  also  because  we  understand  the  government  can  be  too 
small,  as  well  as  too  big.  It  may  be  much  too  big  now,  but  it  could 
become  too  small,  also.  We  recognize  that  there  are  valued  govern- 
ment services  and  valued  government  programs.  We  have  to  be 
very  careful  as  we  move  toward  budget  balance  that  we  do  it  intel- 
ligently, so  we  don't  eliminate  many  of  those. 

Mr.  Roach.  You  see  really  no  hesitation  on  my  part.  I  would  con- 
cur very  much  so.  I  have  a  strong  preference  toward  the  entre- 
preneurial, as  opposed  to  the  publicly  sponsored  approach,  in  stim- 
ulating economic  activity  and  competitiveness.  I  believe  this  proc- 
ess was  set  in  motion  long  before  the  Clinton  administration  came 
to  town.  It's  been  a  slow  story  but  it's  truly  been  a  competitive  rev- 
olution that  has  unleashed  a  lot  of  entrepreneurial  activity  in  the 
1990's. 

Mr.  Walker.  Let  me  give  you  an  example  of  the  type  of  thing 
that  we  face.  It's  the  question  of,  for  instance,  the  advance  tech- 
nology program  that  the  Clinton  administration  thoroughly  be- 
lieves in.  That's,  in  essence,  their  science  program,  is  to  drive  ap- 
plied science  through  the  advanced  technology  program,  where 
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some  of  us  believe  that  indeed  you  would  be  better  off  giving  a  cap- 
ital gains  tax  break  to  entrepreneurial  firms,  in  terms  of  driving 
technology.  And  a  lot  of  entrepreneurial  firms  that  I've  talked  to 
agree  with  me  on  that. 

It  really  is  the  substance  of  the  debate.  If,  in  fact,  you  believe  in 
balancing  the  budgets  by  entrepreneurial  activity,  you  probably 
eliminate  ATP.  And  it  probably  does  not  change  the  economy  very 
much,  at  least  initially,  but  it  changes  the  dynamic.  If  in  fact  you 
believe  in  balancing  budgets  by  more  government  activity,  you 
probably  expand  ATP  and  cut  out  some  of  the  basic  science  mis- 
sions of  the  country.  So  it  becomes  truly  a  real  debate  in  terms  of 
practical  application. 

One  other  thing,  I  just  want  to  make  certain  I  understood  a  point 
and  see  whether  or  not  all  of  you  agree.  I  think  the  point  was  made 
just  a  moment  ago  that  the  balanced  budget  would  actually  lead  to 
a  greater  U.S.  competitiveness  in  the  global  economy? 

Mr.  BRESfNER.  Absolutely. 

Mr.  Walker.  Is  that  something  that  is  generally  agreed  to  by  all 
of  you? 

Mr.  Brinner.  We  show  exports  up  by  8  percent  and  imports  un- 
changed and  an  economy  that's  bigger. 

Mr.  Walker.  Thank  you. 

Chairman  Kasich.  Let  me  do  a  little  bit  of  clean  up  here.  I  want 
to  thank  you,  first  of  all,  for  being  here  today,  but  I  want  to  thank 
you  for  a  couple  of  things. 

First  of  all,  I  want  to  talk  about  CPI  for  a  second.  I  heard  the 
word  CPI  hocus-pocus  or  whatever  the  heck  that  comment  was. 
That  must  have  been  a  shot  by  somebody  on  the  bond  market  at 
the  chairman,  which  I  can  understand  but  don't  really  appreciate. 

What  I  wanted  to  say  to  you  is  this,  do  you  all  agree  CPI  is  noth- 
ing more  than  a  measure  of  prices?  It's  not  a  measure  of  cost  of 
living,  correct?  Is  that  correct?  Let  the  record  show  they're  shaking 
their  heads  "yes." 

We're  all  in  agreement  that  CPI  is  overstated,  correct  because  it 
underestimates  productivity  gains  and  quality  gains  in  the  market? 
But  it's  overestimated.  Are  we  all  in  agreement  with  that? 

Mr.  Brinner.  Yes. 

Chairman  Kasich.  And  the  cost-of-living  increases  in  our  COLA's 
are  designed  to  reflect  cost-of-living  increases,  not  price  increases, 
correct? 

Mr.  Brinner.  Correct. 

Chairman  Kasich.  So  then  doesn't  it  make  sense  to  follow  the 
letter  of  the  law  and  have  an  estimate  for  cost-of-living  increases 
based  on  the  real  number?  You  all  agree  the  number  is  too  high. 
So  doesn't  it  make  sense  to  have  an  accurate  cost  of  living  calcula- 
tion? 

Mr.  BOSWORTH.  Where  the  disagreement  is  that  nobody  agrees 
on  how  much,  some  big  and  some  tiny. 

Chairman  Kasich.  Let  me  just  suggest  this.  Instead  of  talking 
about  hocus-pocus,  let's  talk  about  the  fact  that  we're  all  in  agree- 
ment that  CPI  is  an  incorrect  measurement.  It's  too  high. 
Everybody's  in  agreement  with  it.  You  want  to  see  deficit  reduc- 
tion, you  think  it's  critical  to  all  these  things  you  laid  out  here  this 
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morning.  Using  CPI  to  do  cost-of-living  overestimates  how  much 
the  cost-of-living  increase  ought  to  be. 

Now  let's  forget  about — let's  not  get — ^what's  that  magician's 
name,  David  Copperfield.  We're  not  going  to  use  him,  but  if  I  got 
you  a  group  of  tne  finest  economists,  a  blue  ribbon  panel  like  you 
folks,  maybe  some  people  that  used  to  be  at  the  Feci,  some  people 
that  used  to  be  at  BLS.  And  I  had  them  sit  down  and  come  up  with 
a  slightly  more  accurate  calculation  on  CPI,  wouldn't  that  be  a 
positive  exercise? 

Mr.  Brinner.  I  think  you  may  have  missed  my  response  earlier, 
and  that  was  I  agree  that  there  are  some  technical  fixes  that  this 
panel  can  bless,  and  those  can  be  implemented  month  by  month. 
And  that  will  produce  a  better  price  index.  And  then,  as  you're  sug- 
gesting, you  need  a  panel.  Barry  says  it  should 

Chairman  Kasich.  No,  let's  have  the  panel  first,  that  comes  and 
gives  us 

Mr.  Brinner.  The  panel  has  two  topics,  the  technical  fixes  and 
the  generic  decade  after  decade  shifts  that  may  be  lower  than  I 
think,  may  be  higher.  But  I  agree  with  your  general  proposition 
very  strongly. 

Chairman  Kasich.  I'm  not  talking  about  smoke  and  mirrors 
here,  I'm  not  talking  about  gimmicks.  I'm  talking  about  coming  up 
with — I  think  we  all  agree,  there's  a  range  of  estimates.  There's  a 
low  range  of  how  far  CPI  is  off,  there's  a  high  range.  So  we  get  a 
panel  of  experts  together  and  decide  what  the  legitimate  range  is 
while  BLS  is  trying  to  improve  their  estimating  data.  I  mean, 
that's  the  problem. 

Mr.  Roach.  I  don't  think  there's  agreement  on  the  range  with 
the  precision  that  you  are  impljdng.  I  really  don't.  I  caution  you 
very  strongly. 

Chairman  Kasich.  You  don't  think  there  is  a  range  of  agree- 
ment? 

Mr.  Roach.  Not  at  this  point.  It's  premature  to  state  with  any 
precision  what  the  lower  bound  and  the  upper  bound  is. 

Chairman  Kasich.  Is  anything  above,  anything  below  the  current 
CPI  accurate?  One-tenth  of  1  point? 

Mr.  Roach.  I'm  not  going  to  be  pinned  down  on  that.  I  do  not 
feel  it  is  fair  to  the  Nation  and  to  this  committee  to  lend  a  credible 
impression  that  there  is  a  precise  way  to  estimate  the  CPI  bias  at 
this  point  in  time. 

Mr.  Bosworth.  I  would  very  much  agree  with  that.  There  has 
been  a  series  of  studies  trying  to  estimate  the  degree  of  bias.  They 
have  produced  widely  ranging  different  numbers. 

To  fix  the  CPI,  so  to  speak,  you  have  to  have  a  specific  procedure 
for  individual  commodities  about  how  you  would  prefer  to  estimate 
the  quality.  Now  we  are  making  quality  adjustments  far  more  than 
we  did  20  years  ago.  So  whatever  the  problem  is,  it's  a  lot  less  than 
it  used  to  be. 

Chairman  KASICH.  I  would  maintain  we  could  get  a  distinguished 
group  of  economists,  experts,  former  Fed  officials,  who  can  develop 
an  acceptable  range  because  you're  all  in  disagreement  because  the 
number  is  wrong  because  it's  too  high.  So  what  we  strive  for  in  this 
committee  is  to  oe  accurate,  and  I  would  maintain  we'll  be  able  to 
do  that,  but  that  will  be  my  decision.  But  I  think  it's  important  to 
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have  established  the  fact  that  you  folks  know  that  the  current  CPI 
estimates  are,  in  fact,  inaccurate. 

Finally,  let  me  just  ask  Dr.  Brinner,  do  you  know  that  we  have 
90  separate  job-training  programs.  Do  you  believe  those  programs 
are  effective  in  taking  people,  training  them,  and  putting  them  into 
permanent  jobs? 

Mr.  Brinner.  I'm  not  an  expert  on  job  training.  I  did  read  a  good 
deal  about  the  program  evaluations  from  the  General  Accounting 
Office  and  CBO  and  other  groups.  I  come  away  with  your  impres- 
sion, that  many  of  them  give  a  very  poor  rate  of  return  on  the 
money  that  you're  spending  on  them. 

Chairman  Kasich.  Then  that's  somewhat  in  conflict  with  your 
earlier  testimony  about  investment  in  these  government  job-train- 
ing programs. 

Mr.  Brinner.  I  didn't  say  in  those  programs.  I  talked  about  re- 
form. 

Chairman  Kasich.  Job  training  in  the  generic  sense? 

Mr.  Brinner.  Yes. 

Chairman  KASICH.  We've  got  3  Viz  minutes,  I've  got  to  run  to  the 
floor.  This  was  an  excellent,  excellent  hearing.  I  really  appreciate 
you  making  the  effort  to  come  down  on  the  shuttle,  and  I  appre- 
ciate your  input. 

I'd  like  to  have  it  left  at  the  point  where  maybe  I  can  call  you 
if  I  have  further  questions  about  a  whole  variety  of  subjects.  I 
think  we  had  good  interaction  and  some  disagreement  on  the 
panel. 

It  is  our  job  to  try  to  come  up  with  good  estimates.  We  have,  I 
think,  by  the  selection  of  June  O'Neill,  proven  that  we  want  some- 
body of  high  quality  to  do  estimates.  But  we  want  to  make  sure 
that  we  push  the  envelope  and  we  stay,  however,  on  very  solid 
ground.  I  think  that  we're  in  a  position  to  make  some  fundamental 
changes  in  the  way  that  CBO  sees  things,  but  we're  going  to  ex- 
plore it. 

We  appreciate  you  being  here.  And  I  particularly  appreciate  the 
fact  that  you  all  indicate  that  significant  deficit  reduction  will  not 
only  provide  for  a  faster  economy,  but  obviously  lower  long-term 
rates,  which  we  think  is  an  essential  part  of  our  program. 

Thank  you  for  being  here  very,  very  much. 

[Whereupon,  at  12:35  p.m.,  the  committee  was  adjourned.] 
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House  of  Representatives, 

Committee  on  the  Budget, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10:02  a.m.,  in  room 
210,  Cannon  House  Office  Building,  Hon.  John  R.  Kasich,  chairman 
of  the  committee,  presiding. 

Members  present:  Representatives  Kasich,  Hobson,  Walker, 
Kolbe,  Shays,  Lamar  Smith  of  Texas,  Allard,  Miller,  Lazio,  Franks, 
Nick  Smith  of  Michigan,  Inglis,  Hoke,  Hoekstra,  M5Tick, 
Brownback,  Shadegg,  Radanovich,  Bass,  Sabo,  Stenholm,  Slaugh- 
ter, Parker,  Coyne,  Mollohan,  Costello,  Johnston,  Mink,  Orton, 
Pomeroy,  Browder,  Olver,  Roybal-Allard,  and  Rivers. 

Chairman  Kasich.  The  committee  will  come  to  order. 

The  ranking  member,  Mr.  Sabo,  has  got  a  couple  of  questions  be- 
fore we  get  started.  Mr.  Sabo. 

Mr.  Sabo.  Mr.  Chairman,  I  am  just  curious  about  what  is  hap- 
pening as  it  relates  to  this  committee.  I  understand  we  are  going 
to  be  meeting  next  week  to  deal  with  lowering  discretionary  spend- 
ing caps. 

We  also  have,  what  I  would  call,  a  stealthy  reconciliation  bill 
moving  through  the  House.  Normally  in  the  reconciliation  process, 
the  committee  has  set  targets  and  those  are  public  knowledge. 
Committees,  then,  hold  hearings  and  make  decisions  on  how  to 
achieve  those  savings. 

And  the  amount  of  money  designated  to  a  particular  committee 
is  public  knowledge.  I  keep  hearing  and  reading  reports  that  com- 
mittees have  assignments  and  they  quickly  meet  to  try  and  meet 
them.  Then  I  hear  rumors  of  new  committees  having 

Chairman  Kasich.  New  assignments. 

Mr.  Sabo  [continuing].  New  assignments.  Newt  assignments. 
[Laughter.] 

That  is  a  good  phrase.  Could  you  tell  me  what  those  new  assign- 
ments are  for  the  various  committees? 

Chairman  Kasich.  Let  me  say  to  the  gentleman,  that  as  we  said, 
earlier  in  the  year,  we  are  going  to  have  spending  cuts  to  pay  for 
our  tax  relief  program. 

And  the  situation  has  been  that  we  have  tried  to  get  the  right 
mix  of  entitlement  and  discretionary  savings  and  we  are  going  to 
have  a  meeting  in  here  on  Friday  where  we  are  going  to  run 
through  with  the  committee  precisely  what  our  authority  and  re- 
sponsibilities, although  we  will  not  have  the  details  this  Friday. 

(113) 
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But,  when  we  lower  the  discretionary  caps,  of  course,  no  one 
should  be  doubting  that  as  the  force  of  law.  And  in  terms  of  how 
much  we  are  lowering  the  discretionary  caps,  those  are  ongoing  dis- 
cussions, of  which  I  basically  have  been  driving  in  terms  of  what 
level  of  discretionary  would  be  appropriate,  what  level  of  entitle- 
ments, but  listening  also  to  our  membership  as  to  which  savings 
they  want  to  bring  forward  in  this  round.  We  are  going  to  have  two 
major  rounds. 

We  are  going  to  have  a  round,  obviously,  coming  up  very  soon 
and  then  we  are  going  to  have  a  round  in  May.  And  it  is,  essen- 
tially, what  are  we  going  to  save  this  round,  as  opposed  to  what 
we  are  going  to  save  in  the  next  round.  But  the  bottom  line  is  that 
each  of  the  committees — take  the  welfare  reform,  they  have  been 
meeting  in  public.  These  things  have  been  discussed  for  a  long 
time,  and  there  will  be  potentially  additional — ^we  have  not  done  it 
all  yet — through  the  authorizing  committees. 

But  I  do  not  think  any  of  the  information  that  is  going  to  come 
forward  is  going  to  be  a  surprise  to  anybody.  This  is  like  a  Penny- 
Kasich  bill.  It  is  not  unlike  the  Penny-Kasich  bill  of  a  year  ago. 

Mr.  Sabo.  I  understand  that  procedure  and  it  was  not  a  very 
good  one. 

Chairman  Kasich.  Well,  that  is  a  matter  of  opinion. 

Mr.  Sabo.  Well,  I  was  the  author  of  the  bill. 

Chairman  Kasich.  The  Penny-Kasich  bill? 

Mr.  Sabo.  No,  of  the  bill  you  were  trying  to  amend.  But  I  am  just 
curious,  we  are  going  to  be  doing  X  amount  of  discretionary  cuts 
to  pay  for  the  tax  cut.  Clearly,  there  has  been  a  certain  amount  of 
cutting  in  the  nutrition  programs. 

Chairman  Kasich.  There  has  been  no  cutting  in  the  nutrition 
program,  there  is  a  4V2-percent  increase. 

Mr.  Sabo.  So  none  of  that  will  count  as  savings  for  paying  for 
the  tax  bill? 

Chairman  Kasich.  Well,  what  I  am  suggesting  is  there  is  a  4V2- 
percent  increase.  Now,  in  terms  of  whether  we  are  going  to  be  scor- 
ing from  that  baseline  or  not,  when  it  comes  to  lowering  the  discre- 
tionary caps,  is  still  a  matter  that  is  somewhat  under  discussion. 

The  difficulty  that  we  have,  and  I  do  not  want  to  spend  a  long 
time  today  with  the  Chairman  being  here,  the  issue  that  we  have 
is  simply  this:  As  the  CBO  calculates  tax  revenues,  they  do  it  in 
a  particular  way.  They  do  not  use  a  d3niamic  scoring  model.  That 
is  fine. 

When  it  comes  to  the  estimate  of  savings,  they  are  scoring  sav- 
ings from  a  baseline.  Now,  as  to  whether  we  are  going  to  claim 
those  as  the  President  did  is  still  a  matter  of  discussion.  But  they 
will  be  scored.  Whether  we  claim  them  or  not,  they  will  be  scored. 

The  bottom  line  is  the  bill  will  be  paid  for. 

Mr.  Sabo.  OK  Let  me  rephrase  my  question  so  that  I  can  get 
at  what  I  am  trying  to  get  at.  That  is  what  entitlement  savings  and 
what  assignments  have  there  been  made  and  to  which  committees 
in  terms  of  the  targets  for  scoring  that  the  committees  have  to 
meet. 

I  assume  that  Ed  and  Labor,  or  whatever  we  call  it  now,  had 
some;  the  Ag  Committee,  I  understand 
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Mr.  Shays.  Mr.  Chairman,  excuse  me,  would  the  gentleman  yield 
a  second?  Just  for  a  question.  Could  we  take  this  up  after  the 
Chairman  has  spoken? 

Mr.  Sabo.  No.  Mr.  Chairman,  this  is  the  basic  function  of  this 
committee.  I  do  not  know  who  else  to  ask. 

Mr.  Shays.  Why  don't  we  do  it  after  the  gentleman  has  spoken 
to  us? 

Mr.  Sabo.  If  the  gentleman  would  be  patient,  I  will  try  and  make 
the  question  precise.  Apparently  Ag  has  a  certain  amount  of  sav- 
ings. I  do  not  know  what  other  committees  have  been  assigned 
what  numbers.  I  am  simply  saying,  let  us  know. 

Chairman  Kasich.  Let  me  say  to  the  gentleman  that  you  will 
know. 

Mr.  Sabo.  Did  Ag  have  a  specific  number? 

Chairman  Kasich.  We  have  a  target  for  Ag,  for  savings  in  food 
stamps. 

Mr.  Sabo.  What  is  that? 

Chairman  KASICH.  I  do  not  think  I  have  to  reveal  that  to  you 
right  now. 

Mr.  Sabo.  Well,  Mr.  Chairman,  this  is  the  problem  with 

Chairman  Kasich.  And  they  are  marking  this  up  in  the  Ag  Com- 
mittee. They  saved  what  is  it,  $16  or  $16.5  billion,  somewhere  in 
that  vicinity. 

Mr.  Sabo.  Mr.  Chairman,  what  I  am  asking  is  that  in  the  normal 
budget  process,  of  2  years  ago,  for  instance,  the  assigned  savings 
to  the  various  committees  was  public  knowledge.  That  was  in  the 
Budget  Resolution.  Those  dollars  were  assigned  to  the  various  com- 
mittees. This  year,  at  this  point,  we  have  this  stealthy  process. 

Chairman  Kasich.  Well,  first  of  all 

Mr.  Sabo.  We  do  not  know  which  committees  are  involved. 

Chairman  Kasich  [continuing].  First  of  all,  look,  Mr.  Stenholm 
has  been  involved  in  the  agriculture  program  since  he  came  here. 
He  went  into  the  Agriculture  Committee  and  he  made  decisions 
about  the  level  of  spending.  Now,  the  fact  that  he  did  not  have  a 
couple  of  days'  notice,  I  do  not  consider  that  to  be  a  big  deal. 

What  would  be  a  big  deal  is  if  we  tried  to  pass  a  tax  bill  without 
the  accompanjdng  savings,  because  many  of  tnem  are  not  cuts. 

Mr.  Sabo.  Mr.  Chairman,  let  me  ask  are  the  savings  that  have 
been  assigned  to  the  various  committees  to  pay  for  the  Republican 
tax  cut,  are  those  public  knowledge  yet?  Who  can  I  ask? 

Chairman  Kasich.  Right  now,  what  you  can  do,  I  would  say  to 
the  gentleman,  is  next  week  we  will  come  in  here  and  we  will  give 
you  notification,  hopefully  24  hours  in  advance,  as  to  how  much  we 
intend  to  lower  the  caps.  If  you  are  suggesting  we  are  going  to  give 
you  a  score  card  today  of  all  the  entitlement  savings  that  the  au- 
thorizing committees  are  going  to  make,  we  are  not  prepared  to  do 
that  today,  because  this  is  an  ongoing  process. 

All  we  committed  to  do — and  remember,  this  is  not  a  typical 
budget  resolution.  We  will  have  our  budget  resolution  in  May.  It 
will  be  a  major  savings.  What  we  committed  to  do  was  to  bring  a 
proposal  forward  in  the  first  100  days.  And  I  am  glad  the  Chair- 
man is  here  to  hear  this. 

What  we  committed  to  do  was  to  pay  for  our  tax  cuts.  Now  you 
first  accuse  us  of  not  wanting  to  pay  for  our  tax  cuts. 
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Mr.  Sabo.  No,  I  have  always- 


Chairman  Kasich.  Now,  we  are  paying  for  our  tax  cuts,  and  it 
is  going  to  get  done  in  an  orderly,  open  way.  You  know,  we  had 
appropriations  hearings  this  year  where  the  cameras  came  in,  the 
public  was  in.  You  know,  that  never  happened  before. 

Mr.  Sabo.  That  is 

Chairman  Kasich.  Where  they  never  televised  an  appropriation 
committee  before,  is  what  I  am  told. 

Mr.  Sabo.  Your  history  is  dead  wrong,  just  as  most  of  the  history 
quoted  by  our  speaker  is  dead  wrong.  I  have  been  in  that  commit- 
tee for 

Mr.  Hoke.  Mr.  Chairman,  Mr.  Chairman,  we  have  convened  this 
morning  for  a  hearing  from  the  Chairman  of  the  Federal  Reserve. 
With  all  due  respect  to  the  Chairman  of  the  Federal  Reserve,  I 
really  think  we  ought  to  get  on  with  the  hearing. 

Chairman  KASICH.  I  would  like  to  do  that.  I  want  to  accommo- 
date Mr.  Sabo  for  the  simple  reason  that  he  has  accommodated  me. 
Mr.  Sabo  is  trying  to  make  a  point  that  they  are  not  having  all  the 
notification  they  would  like  when  it  comes  to  how  we  are  going  to 
pay  for  the  tax  cut. 

That  is  a  legitimate  point.  The  simple  fact  of  the  matter  is  that 
this  is  a  unique  procedure.  It  is  different  from  our  normal  budget 
resolution.  I  think  the  critical  element  would  be  that  if  the  commit- 
tees did  not  meet,  if  somehow  the  minority  was  not  consulted,  I  do 
not  think  that  Mr.  Stenholm  had  particular  difficulty  trying  to  de- 
cide what  we  were  going  to  do  with  the  food  stamp  program,  yes- 
terday. 

And  what  I  am  suggesting  is  we  are  in  the  process  of  having  to 
pay  for  this.  I  understand  that  the  minority  will  have  objections  to 
some  of  the  ways  in  which  we  want  to  pay  for  the  tax  cuts.  And 

Mr.  Sabo.  Mr.  Chairman,  I  am  not  quarreling  with  how  you  do 
that.  I  will  do  that  later,  I  expect.  I  simply  want  to  know.  For  in- 
stance, is  there  so  much  savings  assigned  to  Energy  and  Com- 
merce? 

Chairman  Kasich.  Well,  that,  I  would  say  to  the  gentleman  that 
this  is  an  ongoing  process.  Those  areas  where  we  get  some  real 
consensus  and  we  believe  we  can  get  real  savings,  and  we  feel  that 
they  are  appropriate  for  this  point  in  time,  we  will  move  them. 

Mr.  Sabo.  When  do  those  become  public? 

Chairman  Kasich.  They  will  all  be  public  before  the  end  of  100 
days.  I  understand  the  gentleman's  frustration.  And  it  is  reg- 
istered. But  the  real  problem  would  not  be  that  we  are  going  on 
a  procedure — ^you  know,  we  are  doing  welfare  reform  in  Ways  and 
Means  right  now.  Everybody  is  fully  aware  of  what  is  in  that  wel- 
fare reform  bill. 

Now,  the  fact  that  we  did  not  announce  precisely  what  our  target 
was,  I  mean  you  can  criticize  it.  I  do  not  think  it  is  a  legitimate 
criticism.  The  problem  would  be,  when  at  the  end  of  the  day,  we 
add  up  all  the  numbers  and  we  cannot  pay  for  the  tax  bill. 

I  mean  most  people  said  that  we  could  not  carry  out  the  contract, 
and  we  are  consistently  proving  that  we  are,  in  fact,  carrying  out 
the  contract.  But  the  gentleman's  frustration  and  objection  to  this 
process  is  duly  noted. 
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Mr.  Sabo.  I  would  suggest  to  the  chairman,  I  have  never  sug- 
gested, I  did  not  think  you  would  pay  for  it.  I  have  suggested  you 
would.  I  am  only  asking  that  there  be  some  method  for  us  to  know 
what  the  responsibility  of  the  various  committees  are. 

Does  Ways  and  Means  have  an  additional  assignment  to  make 
cuts 

Chairman  Kasich.  They  may. 

Mr.  Sabo  [continuing].  In  Medicare  to  pay  for  the  tax  bill? 

Chairman  Kasich.  There  may  be  additional  action  taken  by  the 
Ways  and  Means  Committee,  and  we  will  let  the  gentleman  know 
as  soon  as  we  can. 

I  think  that  is  pretty  well 

Mr.  Sabo.  I  would  continue  to  call  this  a  very  stealthy  reconcili- 
ation process.  Let  me  ask  one  further  question.  The  law  requires 
a  conference  report  on  the  budget  resolution  be  passed  by  April  15. 

Chairman  Kasich.  I  would  not  anticipate  that  that  would  hap- 
pen. 

Mr.  Sabo.  I  would  only  suggest  that  in  1994,  the  Budget  Com- 
mittee marked  up  on  March  3;  in  1993,  March  10;  in  1992,  Feb- 
ruary 27;  and  in  1991,  April  9. 

Systematically  the  House  has,  at  least,  marked  up  before  that 
April  15  deadline.  I  take  it  that  we  will  miss  it  and  miss  it  sub- 
stantially this  year. 

Chairman  Kasich.  Let  me  suggest  to  the  gentleman  an  addi- 
tional good  news  for  the  Chairman.  We  intend  to  lay  down  the 
most  sweeping  changes  in  savings  that  this  city  has  seen,  as  Mr. 
Walker  puts  it,  in  50  years.  Frankly,  I  would  rather  not  do  it  May. 
I  would  rather  do  it  in  June  or  July  if  I  could  figure  out  how  to 
do  it,  because  it  takes  time  to  put  down  a  good  plan.  But  we  will 
be  in  here  with  the  budget  resolution. 

We  will  come  back  for  reconciliation.  We  will  lower  the  caps 
more.  We  will  have  our  entitlement  savings,  and  we  will  do  our 
best  in  carrying  out  the  contract. 

And  let  me  just  suggest  to  my  members,  who  are  frustrated  with 
the  process,  I  want  to  remind  you  and  I  want  to  remind  the  people 
here  today  and  the  Chairman,  that  Mr.  Sabo,  for  2  years,  allowed 
me  to  nip  at  his  heels,  and  pick  at  him  and  he  never  tried  to  use 
the  gavel  to  silence  me. 

I  think  that  he  deserves  that  back.  And  so  we  are  doing  it,  and 
then  we  are  also  going  to  do  what  he  did,  we  are  going  to  pass  a 
bill  that  he  ain't  going  to  vote  for,  the  same  way  that  I  did  not.  So 
we  can  move  on  with  the  Chairman. 

Mr.  Sabo.  Let  me  ask  just  one  final  question. 

Chairman  KASICH.  OK,  Mr.  Sabo. 

I  want  you  to  remember  the  courtesy  for  the  Chairman. 

Mr.  Sabo.  Yes,  I  understand. 

Chairman  Kasich.  Go  ahead. 

Mr.  Sabo.  But  I  am  curious,  by  your  last  comment  you  sparked 
another  question.  And  that  is,  in  terms  of  the  602(a)  allocation  to 
Appropriations,  are  they  proceeding  under  the  discretionary  cap 
cuts  that  you  are  making  next  week,  or  will  they  be  waiting  until 
the  May  budget  resolution  to  be  finished  before  they  proceed  with 
marking  up  the  Appropriations? 
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Chairman  Kasich.  Yes,  we  will  not  be  doing  that,  we  will  not  be 
having  that  completed  in  this  round.  That  will  be  waiting  until 
May,  until  we  lower  the  caps  even  further. 

Mr.  Sabo.  So  the  Appropriations  bills  will  not  begin  to  be  marked 
up  until  you  have  finalized  your  1996  budget  resolution? 

Chairman  Kasich.  That  is  correct. 

Mr.  Sabo.  I  thank  the  gentleman. 

Chairman  KASICH.  Thank  you. 

OK,  how  was  that,  Mr.  Chairman?  That  is  what  drives  you  peo- 
ple crazy  out  there,  I  suspect. 

Anyway,  I  want  to  thank  you  for  being  here  this  morning  and 
you  know,  I  think  this  is  illuminating  because  it  really  gets  down 
to  what  we  are  committed  to  doing  in  the  Congress,  and  frankly, 
I  am  really  glad  the  questions  came  up. 

Because  I  think  there  has  been  some  sense  that  the  Republicans 
would  be,  somehow,  djrnamic  scoring  a  tax  bill.  I  happen  to  believe 
that  dynamic  scoring  is  the  direction  we  ought  to  move. 

I  think  that  a  bunch  of  people  come  in  this  room  and  are  given 
an  incentive  to  paint,  everybody  paints  more.  You  cannot  calculate 
what  the  room  looks  like  at  the  end  of  the  day.  Of  course,  the  room 
looks  better  as  a  result  of  everybody  working  together. 

I  think  we  should  push  the  envelope  on  dynamic  scoring,  but  I 
think  we  should  be  careful,  as  you  have  warned.  It  was  said  that 
we  would  not  figure  out  how  to  pay  for  this,  somehow,  or  there 
were  charges  that  we  would  have  to  cut  Social  Security  to  do  this. 

The  simple  fact  of  the  matter  is  that  all  the  committees  of  this 
Congress  will  move  to  pay  for  tax  relief,  part  of  which  is  a  capital 
gains  incentive  bill.  I  think  you  testified  that  had  we  just  indexed 
capital  gains  in  the  1980's  we  would  be  realizing  many  beneficial 
effects  of  this  economy. 

The  reason  why  we  want  to  move  forward,  not  just  with  tax  re- 
lief, but  quickly  pivot  to  have  a  sweeping  restraint  on  Federal 
spending  is  for  one  basic  group  of  people  and  that  is  the  kids  in 
this  country. 

We  believe,  I  believe,  personally,  that  there  are  tremendous  ben- 
efits that  would  come  from  a  credible  deficit  reduction  plan.  We 
had  an  amazing  hearing  here  yesterday  with  four  economists.  As 
I  said  yesterday,  it  was  hard  to  pin  them  down.  I  have  become 
more  convinced  that  we  have  invented  economists  so  that  astrolo- 
gers could  look  accurate,  Mr.  Chairman. 

But,  you  know,  they  came  in  here  and  they  all  basically  sang  one 
fundamental  song,  and  that  is,  that  if,  in  fact,  we  have  a  significant 
deficit  reduction  plan  we  will  have,  in  fact,  lower  long-term  interest 
rates — I  think  you  have  testified  to  that  effect,  in  fact,  as  early  this 
year,  as  January — that  we,  in  fact,  will  have  a  higher  trend  produc- 
tivity registered  right  now  in  this  economy. 

There  is  some  disagreement  among  some  economists  as  to  what 
that  trend  line  will  be,  but  clearly  productivity  appears  to  be  taking 
on  a  new  life  and  appears  to  be  a  major  factor  in  what  our  economy 
looks  like.  More  exports,  more  competitiveness  was  a  message  that 
came  out  of  yesterday's  hearing,  if  we  can,  in  fact,  make  credible 
deficit  reduction.  Increased  savings,  something  quoted  by  every- 
body in  this  country  is  the  fact  that  America  has  one  of  the  lowest 
savings  rate,  as  government's  appetite  remains  very  high. 
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Increased  investment  in  capital  stock  part  of  which  comes  about 
as  a  result  of  incentives  to  risk  and  to,  and  also  incentives  to  really 
begin  to  save  in  this  country.  All  these  things,  of  course,  contribute 
to  a  faster  GDP,  contribute  to  a  much  better  standard  of  living  for 
the  next  generation. 

I  have  some  concerns.  I  know  members  have  some  concerns 
about,  as  we  are  doing  those  things,  if  we  lay  down  a  hypothetical 
50,  60,  70  billion  dollar  deficit  reduction  plan  in  this  first  year;  50, 
60,  70,  80  billion  dollar  deficit  reduction  plan  in  this  first  year, 
what  will  the  action  be  of  the  Fed? 

We  worry  about  what  you  will  do  with  interest  rates?  We  worry 
about  the  problem  of  fiscal  drag.  Will,  in  fact,  the  Fed  be  accom- 
modative in  terms  of  monetary  policy  so  that  fiscal  drag  does  not 
take  control. 

The  bottom  line,  however,  is  this:  This  Congress,  this  Republican 
Congress  is  committed  to  giving  people  some  of  their  money  back, 
people  who  have  sent  an  awful  lot  of  money  to  this  city,  we  want 
to  give  them  some  of  their  money  back  by  downsizing  government. 

'fiiat,  Mr.  Chairman,  will  not  deter  us  from  our  resolution  and 
our  reconciliation  on  the  budget  that  will  lay  down  major  changes 
and  major  restraints  in  the  way  this  government  operates.  We  be- 
lieve that  the  benefits,  long-term,  is  to  save  the  next  generation 
and  I  am  very  interested  to  see  what  has  happened  in  recent  days 
in  regard  to  the  devaluing  of  the  dollar. 

Some  people  indicating,  in  fact,  that  the  reason  why  the  dollar 
has  declined  is  because  the  international  markets  have  lost  some 
confidence  because  of  the  defeat  of  the  Balanced  Budget  Amend- 
ment. Because  they  are  starting  to  lose  confidence  in  the  fact  that 
America  will  begin  to  eat  away  at  the  deficits  that  are  projected  to 
be  very  significant  in  the  outyears  because  we  have  done  nothing 
to  control  entitlements. 

I  would  like  you  to  comment  in  your  statement,  at  some  point, 
about  those  kinds  of  issues — ^fiscal  drag,  rate  determinations  in  the 
future,  and  the  impact  of  the  defeat  of  the  Balanced  Budget 
Amendment  or  the  fear  of  deficits  on  the  value  of  the  dollar. 

I  think  you  have  done  a  great  job  in  your  position.  I  appreciate 
you  coming  before  this  committee.  This  committee  would  not  be  the 
same  without  Chairman  Greenspan  coming  before  it  a  couple  of 
times  a  year.  And  we  welcome  you  here  this  morning. 

And  I  will  now  recognize  the  gentleman  from  Minnesota. 

Mr.  Sabo.  Thank  you,  Mr,  Chairman,  and  I  welcome  the  other 
Chairman  back  to  the  committee.  We  look  forward  to  hearing  from 
you  today,  hearing  your  testimony  on  where,  in  your  judgment,  the 
economy  is  going. 

Let  me  add  just  a  couple  of  other  comments  though.  Clearly,  the 
role  of  the  Federal  Reserve  in  responding  to  the  economic  package 
we  passed  last  year  was  important  in  responding  to  the  very  sig- 
nificant deficit  reduction  package  that  passed  in  1993.  And  I  think 
that  that  package  had  laid  the  foundation  for  much  of  the  strength 
we  see  in  our  economy  today. 

We  have  had  an  amazing  recovery  in  both  job  growth  and  eco- 
nomic expansion  and  investment  in  our  economy  over  the  last  2 
years.  I  think  that  is,  in  significant  part,  because  of  the  deficit  re- 
duction package  that  passed  this  Congress  in  1993. 
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And  the  reaction  of  the  Federal  Reserve  in  helping  bring  down 
the  interest  rates  to  spur  that  economic  expansion,  we  welcome. 
Many  of  us  have  concern  over  the  interest  rate  increases  that  have 
occurred  since  then.  We  are  concerned  over  the  question  of  what 
is  happening  to  the  value  of  the  dollar.  What  its  implications  may 
or  may  not  be  for  our  economy. 

I  must  say  also,  to  the  Chairman,  that  all  of  us  remained  con- 
vinced that  we  need  to  continue  to  bring  the  deficit  down.  However, 
there  are  some  of  us  who  think  that  having  a  slash  and  bum  pro- 
gram through  such  programs  as  child  nutrition  simply  to  pay  for 
a  tax  cut  is  not  good  long-term  investment  in  this  country. 

So  that  while  we  are  committed  to  bringing  the  deficit  down,  we 
also  have  concern  over  how  we  do  it,  the  equity  of  how  we  do  it, 
and  the  social  costs  of  some  of  the  programs  that  the  majority  ap- 
pear to  want  to  cut  as  they  move  to  pa>ing  for  their  tax  cut. 

Mr.  Chairman,  we  welcome  you  here,  and  look  forward  to  hear- 
ing from  you. 

Chairman  Kasich.  The  floor  is  yours. 

STATEMENT  OF  HON.  ALAN  GREENSPAN,  CHAIRMAN,  BOARD 
OF  GOVERNORS  OF  THE  FEDERAL  RESERVE  SYSTEM 

Mr.  Greenspan.  Thank  you,  very  much,  Mr.  Chairman,  and  I  ap- 
preciate the  remarks  by  both  you,  Mr.  Chairman,  and  Mr.  Sabo, 
who  I  have  testified  before,  as  I  have  testified  before  you  on  innu- 
merable occasions  and  probably  will 

Chairman  Kasich.  I  think  that  is  when  I  was  trying  to  beat  you 
up,  wasn't  it?  [Laughter.] 

Mr.  Greenspan.  In  any  event,  members  of  the  committee,  I  very 
much  appreciate  this  opportunity  to  discuss  the  Federal  Reserve's 
conduct  of  monetary  policy.  Because  I  presented  our  semiannual 
Monetary  Policy  Report  to  the  Congress  just  2  weeks  ago,  I  will  re- 
view only  briefly  the  current  outlook  before  focusing  on  some  key, 
longer-term  issues  bearing  on  macroeconomic  policy,  issues  that  are 
highly  relevant  to  recent  foreign  exchange  market  developments. 

The  weakness  of  the  dollar  against  other  major  currencies  is  both 
unwelcome  and  troublesome.  Dollar  weakness,  while  very  likely 
overdone,  is  unwelcome  because  it  adds  to  potential  inflation  pres- 
sures in  our  economy.  As  I  have  emphasized  numerous  times  in  the 
past,  it  is  important  that  we  contain  such  pressures. 

Dollar  weakness  is  also  troublesome  because  it  is  doubtless 
symptomatic  of  some  of  the  underlying  problems  confronting  the 
longer-term  health  of  the  economy — inadequate  national  savings, 
continuing  large  budget  deficits,  and  a  persistent  current  account 
imbalance. 

Turning  to  the  economic  outlook,  the  data  that  have  been  pub- 
lished thus  far  in  1995  have  offered  some  indications  that  the  ex- 
pansion may  be  slowing  from  its  torrid  and  unsustainable  pace  of 
late  1994.  While  hours  of  work  lengthened  in  January,  employment 
growth  slowed  from  its  average  in  recent  quarters  and  the  unem- 
plojonent  rate  rose. 

Moreover,  recent  readings  on  retail  sales  suggest  a  more  mod- 
erate rate  of  increase  and  housing  activity  has  shown  some  soft- 
ness. Nonetheless,  to  date,  the  real  economy  appears  to  have  con- 
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tinued  to  grow  without  seeming  to  develop  the  types  of  imbalances 
that,  in  the  past,  have  undermined  ongoing  expansions. 

The  degree  of  the  strength  of  the  expansion  this  year  is  likely  to 
depend  on  the  same  elements  that  contributed  strongly  to  last 
year's  solid  performance — plant  and  equipment  outlays  and  inven- 
tory investment.  Although  the  recent  newly  revised  survey  of  plant 
and  equipment  investment  intentions  of  American  business  points 
to  more  modest  increases  in  capital  spending  than  were  reported 
for  last  year,  there  are,  as  yet,  few  indications  of  that  degree  of 
slowing  in  orders  for  nondefense  capital  goods  or  in  contracts  or 
permits  for  private,  nonresidential  building.  Indeed,  backlogs  of 
equipment  orders  are  rising  relative  to  sales  and  business  profit- 
ability, a  key  factor  in  investment  plans,  continues  to  exceed  expec- 
tations. 

The  investment  plans  of  manufacturers,  whose  capacity  is  clearly 
stretched,  reflect  this  strong  demand  for  capital  goods.  But  planned 
spending  outside  of  manufacturing,  especially  among  utilities  and 
service  industries,  is  evidently  softening.  Of  course,  at  this  stage 
the  lack  of  an  historical  track  record  for  this  new  Department  of 
Commerce  survey  makes  it  very  difficult  to  draw  firm  conclusions 
from  these  figures. 

Inventory  investment  contributed  the  better  part  of  a  percentage 
point  to  overall  economic  growth  last  year.  And  while  that  type  of 
boost  to  growth  this  year  seems  most  unlikely,  there  is  little  evi- 
dence that  an  overhang  has  developed  that  will  lead  to  an  abrupt 
adjustment  of  production  any  time  soon.  Standard  inventory  sales 
ratios  remain  on  the  low  side  of  historical  experience;  those  ratios 
look  even  lower  compared  with  historical  experience,  if  one  sub- 
tracts wholesale  and  retail  markups  from  the  published  inventory 
investment  figures  to  get  a  better  handle  on  the  underlying  phys- 
ical units  of  stocks. 

Moreover,  even  if  there  were  a  swing  in  inventory  investment,  it 
would  have  a  more  muted  effect  on  domestic  production  than  the 
inventory  cycles  of  just  a  few  years  ago.  Rough  estimates  suggest 
that  currently  perhaps  a  quarter  of  the  nominal  value  of  all  the 
wholesale  and  retail  stocks  are  imported,  whereas  the  share  was 
markedly  less  as  recently  as  the  late  1970's. 

As  I  indicated  in  my  recent  testimony,  while  there  are  signs  that 
spending  is  slowing,  the  jury  remains  out  on  whether  that  will  be 
sufficient  to  contain  inflation  pressures.  We  must  remember  that 
the  Nation  has  entered  1995  with  its  resources  stretched.  If  we  are 
to  do  our  part  in  helping  the  economy  operate  at  its  fullest  poten- 
tial over  time,  we  need  to  remain  watchful  to  ensure  that  any  up- 
swing in  the  inflation  rate  does  not  become  firmly  entrenched. 

I  remain  firmly  of  the  belief  that  a  key  ingredient  in  achieving 
the  highest  possible  levels  of  productivity,  real  incomes,  and  living 
standards  over  the  long  run  is  the  achievement  of  price  stability. 
Thus,  I  see  it  as  crucial  that  we  extend  the  period  of  low  inflation, 
hopefully  returning  it  to  a  downward  trend  in  the  years  ahead. 

The  prospects  in  this  regard  are  fundamentally  good,  but  there 
are  reasons  for  some  concern,  at  least  with  respect  to  the  nearer 
term.  These  concerns  relate  primarily  to  the  fact  that  resource  uti- 
lization rates  have  already  risen  to  high  levels  by  recent  historical 
standards. 


122 

Clearly,  one  factor  in  judging  the  inflationary  risks  in  the  econ- 
omy is  tne  potential  for  expansion  of  our  productive  capacity.  If  so- 
called  potential  gross  domestic  product  is  growing  rapidly,  actual 
output  can  also  continue  to  grow  rapidly  without  intensifying  pres- 
sures on  resources. 

In  this  regard,  many  commentators,  myself  included,  have  re- 
marked that  there  might  well  be  more  than  a  cyclical  character  to 
the  evident  improvement  of  America's  competitive  capabilities  in 
recent  years.  But  it  is  still  too  soon  to  judge  whether  that  improve- 
ment is  a  few  tenths  of  a  percentage  point  annually,  or  even  more, 
in  productivity  data.  It  is  fair  to  note,  however,  that  the  fact  that 
labor  and  factory  utilization  rates  have  risen  as  much  as  they  have 
in  the  past  year  or  so,  does  argue  that  the  rate  of  increase  in  poten- 
tial is  appreciably  below  the  4  percent  growth  rate  of  1994. 

Knowing  in  advance  our  true  growth  potential  obviously  would 
be  useful  in  setting  policy,  because  history  tells  us  that  economies 
that  strain  labor  force  and  capital  stock  limits  tend  to  engender  in- 
flation instabilities  that  undermine  growth.  It  is  true,  however, 
that  in  modern  economies  output  levels  may  not  be  so  rigidly  con- 
strained in  the  short  run  as  they  used  to  be.  It  is  possible  for  the 
economy  to  exceed  "potential"  for  a  time,  without  adverse  con- 
sequences by  extending  work  hours,  by  deferring  maintenance,  and 
by  foregoing  longer-term  improvements.  Moreover,  as  world  trade 
expands,  access  to  foreign  sources  of  supply  augments,  to  a  degree, 
the  flexibility  of  domestic  productive  facilities  for  goods  and  some 
services. 

Aggregative  indicators,  such  as  the  unemployment  rate  and  ca- 
pacity utilization  may  be  suggestive  of  emerging  inflation  and  asset 
price  instabilities,  but  they  cannot  be  determinative.  Polic3rmakers 
must  monitor  developments  on  an  ongoing  basis  to  gauge  when  eco- 
nomic potential  actually  is  beginning  to  become  strained — irrespec- 
tive of  where  current  unemplojrment  rates  or  capacity  utilization 
rates  may  lie.  If  we  are  endeavoring  to  fend  off  instability  before 
it  becomes  debilitating  to  economic  growth,  direct  evidence  of  the 
emerging  process  is  obviously  essential.  The  Federal  Reserve  will 
remain  watchful  to  these  developments,  while  remaining  focused  on 
its  longer-run  goal — the  eventual  achievement  of  price  stability.  We 
can  do  no  less  if  we  are  to  maximize  our  opportunity  for  advancing 
the  economic  well-being  of  the  Nation. 

We  must  recognize  that  the  productive  potential  of  the  U.S.  econ- 
omy will  be  shaped  significantly  by  the  actions  of  this  Congress  re- 
garding the  Federal  budget  deficit.  Too  much  of  the  small  pool  of 
national  saving  goes  toward  funding  the  government.  In  the  past 
few  years,  we,  as  a  nation,  have  been  able  to  finance  our  invest- 
ment by  tapping  saving  from,  abroad.  The  United  States  has  been 
running  persistent  and  growing  deficits  in  its  current  account  posi- 
tion vis-a-vis  the  rest  of  the  world.  This  ability  to  finance  our  do- 
mestic investment  from  abroad  highlights  the  openness  of  world 
capital  markets.  But  it  would  certainly  be  unwise  and  probably  im- 
possible to  rely  on  them  forever.  Indeed,  given  the  recent  weakness 
in  the  foreign  exchange  value  of  the  dollar,  world  capital  markets 
may  be  sending  us  just  that  message. 

This  suggests  that  a  key  element  in  dealing  with  the  dollar's 
weakness  is  to  address  our  underlying  fiscal  imbalance  convinc- 
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ingly.  If  we  are  to  sustain  the  higher  levels  of  investment  that  are 
crucial  to  achieve  healthy  increases  in  productivity  and  to  remain 
a  viable  competitor  on  world  markets,  we  must  raise  the  level  of 
domestic  saving,  and  reduce  our  reliance  on  foreign  saving. 

Reliable  and  robust  estimates  of  the  determinants  of  private  sav- 
ing have  eluded  economists  for  many  years.  We  can  only  conclude 
that  there  is  no  sure-fire  scheme  that  this  Congress  could  adopt  to 
entice  our  citizens  to  save  more.  But  the  government  can  decide  to 
use  less  of  private  domestic  saving  than  it  does  now.  By  trimming 
the  deficit,  those  resources  will  likely  be  put  to  more  productive 
uses,  leading  to  benefits  in  the  form  of  improved  standards  of  liv- 
ing. 

Trimming  the  deficit  would  doubtless  make  the  economy  more  vi- 
brant and  less  reliant  on  foreign  sources  of  capital  over  time.  But 
there  would  be  shorter-run  benefits  as  well.  While  there  is  some 
uncertainty  about  the  causes  of  the  apparent  relatively  high  real 
long-term  interest  rates  around  the  world,  the  majority  of  analysts 
would  agree  that,  in  the  United  States  the  current  sizable  Federal 
deficits  and  their  projected  growth  over  the  decades  ahead  play  a 
significant  role.  In  part,  this  owes  to  market  participants'  percep- 
tion of  the  risks  to  future  monetary  policy  that  are  posed  by  per- 
sistent large  Federal  budget  deficits.  While  we,  in  the  Federal  Re- 
serve, have  clearly  avoided  it  in  recent  years,  world  history  is  re- 
plete with  examples  of  fiscal  pressures  leading  to  monetary  ex- 
cesses and  then  to  greater  infiation. 

Progress  in  addressing  the  Federal  deficit  would  do  much  to 
eliminate  any  lingering  suspicion  that  the  Federal  Reserve  would 
ultimately  accommodate  fiscal  imbalances  by  monetary  excess. 

This  would  help  to  lower  infiation  risk  premiums  that  are  embed- 
ded in  dollar-denominated  assets.  All  told,  a  credible  program  of 
fiscal  restraint  that  moves  the  government's  finances  to  a  sounder 
footing  almost  surely  will  find  a  favorable  reception  in  financial 
markets.  That  market  reaction,  by  itself,  should  serve  as  a  source 
of  stimulus  that  would  help  to  offset,  in  whole  or  in  part,  the  drag 
on  spending  that  otherwise  would  be  associated  with  reductions  in 
Federal  outlays  and  transfers  over  time. 

I  can  assure  the  members  of  this  committee  that  we  at  the  Fed- 
eral Reserve  share  your  goal — ^the  largest  possible  advance  in  living 
standards  in  the  United  States  over  time.  That  goal  can  be  best 
achieved  if  our  actions  ultimately  allow  concerns  about  the  varia- 
bility of  the  purchasing  power  of  money  to  recede  into  the  back- 
ground. 

Price  stability  enables  households  and  firms  to  have  the  greatest 
freedom  possible  to  do  what  they  do  best — ^to  produce,  invest,  and 
consume  efficiently.  Moreover,  a  credible  program  of  fiscal  restraint 
will  do  much  to  free  up  private  resources  for  more  productive  pur- 
poses. 

Formidable  challenges  will  confront  policy,  both  fiscal  and  mone- 
tary, in  the  years  ahead.  It  is,  of  course,  unrealistic  to  assume  that 
we  can  eliminate  the  business  cycle,  human  nature  being  what  it 
is.  But  containing  inflation,  and  thereby  damping  economic  fluctua- 
tions, is  a  reasonable  goal.  We,  at  the  Federal  Reserve,  look  for- 
ward to  working  with  the  administration  and  the  Congress  in 
meeting  our  common  challenges. 
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Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Alan  Greenspan  follows:] 

Prepared  Statement  of  Hon.  Alan  Greenspan,  Chairman,  Board  of  Governors 
OF  THE  Federal  Reserve  System 

Mr.  Chairman  and  other  members  of  the  committee,  I  appreciate  this  opportunity 
to  discuss  the  Federal  Reserve's  conduct  of  monetary  pohcy.  Because  I  presented  our 
semiannual  Monetary  Policy  Report  to  the  Congress  just  2  weeks  ago,  I  will  review 
only  briefly  the  current  outlook  before  focusing  on  some  key  longer-term  issues  bear- 
ing on  macroeconomic  policy,  issues  that  are  highly  relevant  to  recent  foreign  ex- 
change market  developments. 

The  weakness  of  the  dollar  against  other  maior  currencies  is  both  unwelcome  and 
troublesome.  Dollar  weakness,  while  very  likely  overdone,  is  unwelcome  because  it 
adds  to  potential  inflation  pressures  in  our  economy.  As  I  have  emphasized  numer- 
ous times  in  the  past,  it  is  important  that  we  contain  such  pressures. 

Dollar  weakness  is  also  troublesome  because  it  is  doubtless  symptomatic  of  some 
of  the  underlying  problems  confronting  the  longer-term  health  of  the  economy:  inad- 
equate national  savings,  continuing  large  budget  deficits,  and  a  persistent  current 
account  imbalance. 

THE  current  OUTLOOK 

Turning  to  the  economic  outlook,  the  data  that  have  been  published  thus  far  in 
1995  have  offered  some  indications  that  the  expansion  may  be  slowing  from  its  tor- 
rid and  unsustainable  pace  of  late  1994.  While  hours  of  work  lengthened  in  Janu- 
ary, employment  growth  slowed  from  its  average  of  recent  quarters  and  the  unem- 
plojmient  rate  rose.  Moreover,  recent  readings  on  retail  sales  suggest  a  more  mod- 
erate rate  of  increase,  and  housing  activity  has  shown  some  softness.  Nonetheless, 
to  date,  the  real  economy  appears  to  have  continued  to  grow,  without  seeming  to 
develop  the  tjrpes  of  imbalances  that  in  the  past  have  undermined  ongoing  expan- 
sions. 

The  degree  of  the  strength  of  the  expansion  this  year  is  likely  to  depend  on  the 
same  elements  that  contributed  strongly  to  last  vear's  solid  performance:  plant  and 
equipment  outlays  and  inventory  investment.  Although  the  recent  newly  revised 
survey  of  plant  and  equipment  investment  intentions  of  American  business  points 
to  more  modest  increases  in  capital  spending  than  were  reported  for  last  year,  there 
are,  as  yet,  few  indications  of  tnat  degree  of  slowing  in  orders  for  nondefense  capital 
goods  or  in  contracts  or  permits  for  private  nonresidential  building.  Indeed,  backlogs 
of  equipment  orders  are  rising  relative  to  sales,  and  business  profitability,  a  key  fac- 
tor in  investment  plans,  continues  to  exceed  expectations.  The  investment  plans  of 
manufacturers,  whose  capacity  is  clearly  stretcned,  reflect  this  strong  demand  for 
capital  goods.  But  planned  spending  outside  of  manufacturing,  especially  among 
utilities  and  service  industries,  is  evidently  softening.  Of  course,  at  this  stage,  the 
lack  of  an  historical  track  record  for  this  new  Department  of  Commerce  survey 
makes  it  very  difficult  to  draw  firm  conclusions  from  these  figures. 

Inventory  investment  contributed  the  better  part  of  a  percentage  point  to  overall 
economic  growth  last  year,  and,  while  that  type  of  boost  to  growtn  this  year  seems 
most  unlikely,  there  is  little  evidence  that  an  overhang  has  developed  that  will  lead 
to  an  abrupt  adjustment  of  production  any  time  soon.  Standard  inventory-sales  ra- 
tios remain  on  the  low  side  of  historical  experience;  those  ratios  look  even  lower 
compared  with  historical  experience  if  one  subtracts  wholesale  and  retail  markups 
from  the  published  inventory  investment  figures  to  get  a  better  handle  on  the  un- 
derlying physical  units  of  stocks.  Moreover,  even  if  there  were  a  swing  in  inventory 
investment,  it  would  have  a  more  muted  effect  on  domestic  production  than  the  in- 
ventory cycles  of  iust  a  few  years  ago.  Rough  estimates  suggest  that,  currently,  per- 
haps a  quarter  of  the  nominal  value  of  all  wholesale  and  retail  stocks  are  imported, 
whereas  the  share  was  markedly  less  as  recently  as  the  late  1970's. 

As  I  indicated  in  my  recent  testimony,  while  there  are  signs  that  spending  is  slow- 
ing, the  jury  remains  out  on  whether  that  will  be  sufficient  to  contain  inflation  pres- 
sures. We  must  remember  that  the  Nation  has  entered  1995  with  its  resources 
stretched.  If  we  are  to  do  our  part  in  helping  the  economy  operate  at  its  fullest  po- 
tential over  time,  we  need  to  remain  watchful  to  ensure  that  any  upswing  in  the 
inflation  rate  does  not  become  firmly  entrenched. 

GAUGING  inflation  RISKS 

I  remain  firmly  of  the  belief  that  a  key  ingredient  in  achieving  the  highest  pos- 
sible levels  of  productivity,  real  incomes,  and  living  standards  over  the  long  run  is 
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the  achievement  of  price  stability.  Thus,  I  see  it  as  crucial  that  we  extend  the  period 
of  low  inflation,  hopefully  returning  it  to  a  downward  trend  in  the  years  ahead.  The 
prospects  in  this  regard  are  fundamentally  good,  but  there  are  reasons  for  some  con- 
cern, at  least  with  respect  to  the  nearer  term.  These  concerns  relate  primarily  to 
the  fact  that  resoiu"ce  utilization  rates  have  already  risen  to  high  levels  by  recent 
historical  standards. 

Clearly,  one  factor  in  judging  the  inflationary  risks  in  the  economy  is  the  potential 
for  expansion  of  our  productive  capacity.  If  "potential  GDP"  is  growing  rapidly,  ac- 
tual output  can  also  continue  to  grow  rapidly  without  intensifying  pressures  on  re- 
sources. In  this  regard,  many  commentators,  myself  included,  have  remarked  that 
there  might  well  be  more  than  a  cyclical  character  to  the  evident  improvement  of 
America's  competitive  capabilities  in  recent  years.  But  it  is  still  too  soon  to  judge 
whether  that  improvement  is  a  few  tenths  of  a  percentage  point  annually,  or  even 
more.  It  is  fair  to  note,  however,  that  the  fact  that  labor  and  factory  utilization  rates 
have  risen  as  much  as  they  have  in  the  past  year  or  so  does  argue  that  the  rate 
of  increase  in  potential  is  appreciably  below  the  4  percent  growth  rate  of  1994. 

Knowing  in  advance  our  true  growth  potential  obviously  would  be  usefiil  in  set- 
ting policy,  because  history  tells  us  that  economies  that  strain  labor  force  and  cap- 
ital stock  limits  tend  to  engender  inflation  instabilities  that  undermine  growth.  It 
is  true,  however,  that,  in  modem  economies,  output  levels  may  not  be  so  rigidly  con- 
strained in  the  short  run  as  they  used  to  be.  It  is  possible  for  the  economy  to  exceed 
"potential"  for  a  time  without  aaverse  consequences  by  extending  work  hours,  by  de- 
ferring maintenance,  and  by  forgoing  longer-term  improvements.  Moreover,  as  world 
trade  expands,  access  to  foreign  sources  of  supply  augments,  to  a  degree,  the  flexi- 
bility of  domestic  productive  facilities  for  goods  and  some  services. 

Aggregative  inmcators,  such  as  the  unemployment  rate  and  capacity  utilization, 
may  be  suggestive  of  emerging  inflation  and  asset  price  instabilities.  But,  they  can- 
not be  determinative.  Policymakers  must  monitor  developments  on  an  ongoing  basis 
to  gauge  when  economic  potential  actually  is  beginning  to  become  strained—irre- 
spective of  where  current  unemplojnnent  rates  or  capacity  utilization  rates  may  lie. 
If  we  are  endeavoring  to  fend  off  instability  before  it  becomes  debilitating  to  eco- 
nomic growth,  direct  evidence  of  the  emerging  process  is  essential.  The  Federal  Re- 
serve will  remain  watchful  to  these  developments,  while  remaining  focused  on  its 
longer-run  goal — the  eventual  achievement  of  price  stability.  We  can  do  no  less  if  we 
are  to  maximize  our  opportunity  for  advancing  the  economic  well-being  of  the  Na- 
tion. 

FISCAL  POUCY 

We  must  recognize  that  the  productive  potential  of  the  U.S.  economy  will  be 
shaped  signiflcantly  by  the  actions  of  this  Congress  regarding  the  Federed  budget 
deficit.  Too  much  of  the  small  pool  of  national  saving  goes  toward  funding  the  gov- 
ernment. In  the  past  few  years,  we  as  a  nation  have  been  able  to  finance  our  invest- 
ment by  tapping  saving  from  abroad.  The  United  States  has  been  running  persistent 
and  growing  deficits  in  its  current  account  position  vis-a-vis  tiie  rest  of  the  world. 
This  ability  to  finance  our  domestic  investment  fix)m  abroad  highlights  the  openness 
of  world  capital  markets.  But  it  would  certainly  be  unwise  and  probably  impossible 
to  rely  on  tnem  forever.  Indeed,  given  the  recent  weakness  in  the  foreign  exchange 
value  of  the  doUsu-,  world  capital  markets  may  be  sending  us  iust  that  message.  This 
suggests  that  a  key  element  in  dealing  with  the  doUfir's  weakness  is  to  address  our 
underlying  fiscal  imbalance  convincingly. 

If  we  are  to  sustain  the  higher  levels  of  investment  that  are  crucial  to  achieve 
healthy  increases  in  productivity  and  to  remedn  a  viable  competitor  on  world  mar- 
kets, we  must  raise  tne  level  of  domestic  saving  and  reduce  our  reliance  on  foreign 
saving.  Reliable  and  robust  estimates  of  the  determinants  of  private  saving  have 
eluded  economists  for  many  years;  we  can  only  conclude  that  there  is  no  sure-fire 
scheme  that  this  Congress  could  adopt  to  entice  our  citizens  to  save  more.  But  the 
government  can  decide  to  use  less  of  private  domestic  saving  than  it  does  now.  By 
trimming  the  deficit,  those  resources  will  likely  be  put  to  more  productive  uses, 
leading  to  benefits  in  the  form  of  improved  standsu-ds  of  living. 

Trimming  the  deficit  would  doubtless  make  the  economy  more  vibrant  and  less 
reliant  on  foreign  sources  of  capital  over  time.  But  there  would  be  shorter-run  bene- 
fits as  well.  While  there  is  some  uncertainty  about  the  causes  of  the  apparent  rel- 
atively high  real  long-term  rates  around  the  world,  the  majority  of  analysts  would 
agree  that,  in  the  United  States,  the  current  sizable  Federal  deficits — and  their  pro- 
jected growth  over  the  decades  ahead — play  a  significant  role.  In  part,  this  owes  to 
market  participants' perception  of  the  risks  to  future  monetary  policy  that  are  posed 
by  persistent  large  Federal  budget  deficits.  While  we  at  the  Federal  Reserve  have 
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clearly  avoided  it  in  recent  years,  world  history  is  replete  with  examples  of  fiscal 
pressures  leading  to  monetary  excesses  and  then  to  greater  inflation.  Progress  in 
addressing  the  Federal  deficit  would  do  much  to  eliminate  any  lingering  suspicion 
that  the  Federal  Reserve  would  ultimately  accommodate  fiscal  imbalances  by  mone- 
tary excess.  This  would  help  to  lower  inflation  risk  premiums  that  are  embedded 
in  dollar-denominated  assets.  All  told,  a  credible  program  of  fiscal  restraint  that 
moves  the  goverriment's  finances  to  a  sounder  footing  almost  surely  will  find  a  fa- 
vorable reception  in  financial  markets.  That  market  reaction,  by  itself,  should  serve 
as  a  source  of  stimulus  that  would  help  to  offset  in  whole  or  in  part  the  drag  on 
spending  that  otherwise  would  be  associated  with  reductions  in  Federal  outlays  and 
transfers  over  time. 

CONCLUSION 

I  can  assure  the  members  of  this  committee  that  we  at  the  Federal  Reserve  share 
your  goal — the  largest  possible  advance  in  living  standards  in  the  United  States 
over  time.  That  goal  can  be  best  achieved  if  our  actions  ultimately  allow  concerns 
about  the  variability  of  the  purchasing  power  of  money  to  recede  into  the  back- 
ground. Price  stability  enables  households  and  firms  to  have  the  greatest  freedom 
possible  to  do  what  they  do  best — to  produce,  invest,  and  consume  efficiently.  More- 
over, a  credible  program  of  fiscal  restraint  will  do  much  to  free  up  private  resources 
for  more  productive  purposes. 

Formidable  challenges  will  confi-ont  policy — both  fiscal  and  monetary — in  the 
years  ahead.  It  is,  of  course,  unrealistic  to  assume  that  we  can  eliminate  the  busi- 
ness cycle,  human  nature  being  what  it  is.  But  containing  inflation  and  thereby 
damping  economic  fluctuations  is  a  reasonable  goal.  We  at  the  Federal  Reserve  look 
forw£ird  to  working  with  the  administration  and  the  Congress  in  meeting  our  com- 
mon challenges. 

Chairman  Kasich.  Thank  you,  Mr.  Chairman. 

Let  me — I  am  going  to  try  to  be  short  because  we  went  over,  and 
I  want  our  members  to  have  a  chance. 

Let  me  ask  you  a  couple  of  questions.  No.  1,  what  would  you  con- 
sider to  be  a  credible  deficit  reduction  plan? 

Mr.  Greenspan.  I  think  that  the  plan  that  has  been  discussed 
by  this  Congress,  and  others,  to  bring  the  deficit  down  to  zero  by 
the  year  2002  is  a  forceful,  important  plan  to  seek  and  I  might  add, 
parenthetically,  that  it  be  done  in  a  manner  which  leaves  the  ex- 
pectation of  the  deficit  subsequent  to  the  year  2002  at  zero  levels 
or  thereabouts. 

Chairman  Kasich.  Let  me  put  it  in  kind  of  stark  terms.  Let's 
just  assume  that  we  made  a  president  of  the  Congress,  we  elimi- 
nated the  Congress  and  you  became  Congress,  Mr.  Chairman. 

And  you  were  faced  with  having  to  save  money.  I  mean  I  think 
it  should  be  noted  that  in  order  to  get  to  the  balanced  budget,  we 
will  spend  $2  trillion  more  over  these  next  7,  than  we  spent  over 
the  last  7.  But  there  will  be  some  sacrifice  and  some  tough  choices 
made. 

What  would  you  tell  the  American  people  the  reasons  would  be 
for  making  some  tough  choices  up  front?  What  are  the  gains  that 
come  to  this  country  and  to  the  next  generation  if  we  make  some 
hard  choices  now? 

Mr.  Greenspan.  Well,  Mr.  Chairman,  as  I  gathered  your  wit- 
nesses stipulated  yesterday,  and  I  think  quite  correctly,  the  effects, 
would  be  rather  startling.  And  I  think  startling,  because  I  do  not 
think  we  have  seen  how  an  economy  such  as  ours,  or  one  which  is 
as  undeniably  vibrant  as  ours,  would  function  in  a  system  of  bal- 
anced financial  accounts  without  pressures  that  tend  to  push  real 
and  especially  nominal  interest  rates  to  levels  which  do  impede 
long-term  economic  growth. 
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I  think  that  productivity  would  accelerate  largely  because  the  in- 
flation rate  would  be  subdued  and  the  planning  process,  and  the 
types  of  things  which  business  does  in  a  noninflationary  environ- 
ment, would  accelerate  the  slowing  of  the  inflationary  processes 
that  we  have  already  witnessed. 

We  would  find  that  the  general  state  of  the  financial  markets 
would  be  far  more  solid  than  we  have  seen  in  a  particularly  long 
period  of  time.  The  underlying  outlook  would  be  significantly  im- 
proved for  long-term  sustained  economic  growth  and  perhaps  hope- 
fully accelerated  into  the  21st  century. 

Chairman  Kasich.  Let  me  try  to  get  that  out  of  Washington  for 
a  second.  What  does  that  mean  to  the  man  and  the  woman  who 
might  watch  you  on  the  news  tonight,  blunt  terms  about  how  it 
will  affect  their  life,  if  we  are  willing  to  make  choices  today? 

Mr.  Greenspan.  I  would  say  that  it  is  possible  in  the  short-run 
that  in  order  to  create  the  type  of  balance  that  is  required  in  the 
budget  there  would  be  some  strain,  leading  to  a  period  in  which 
their  real  incomes — the  purchasing  power  of  their  real  incomes — 
would  significantly  improve.  Also,  the  concern  which  I  find  very 
distressing — ^that  most  Americans  believe  that  their  children  will 
live  at  standards  of  living  less  than  they  currently  enjoy — that 
probability  would  be  eliminated  and  they  would  look  forward  to 
their  children  doing  better  than  they. 

Chairman  Kasich.  I  hope  everybody  in  this  room  heard  that 
statement.  And  that  that  is  an  awesome  statement,  Mr.  Chairman. 

Let  me  just  ask  you  one  other  question  then.  In  regard  to  our  ac- 
tion to  have  credible  deficit  reduction,  I  have  discussed  this,  for  ex- 
ample, with  my  colleague  on  the  Democrat  side,  Mr.  Parker,  who 
I  hope  will  listen. 

His  concern  has  been  that  if  we  make  significant  deficit  reduc- 
tion it  will  create  a  fiscal  drag.  And  now,  you  cannot  guarantee 
anything  to  us,  but  would  the  Fed,  if  recognizing  significant  deficit 
reduction,  would  the  Fed  be  accommodative — and  I  do  not  mean  in- 
flating— ^but  would  the  Fed,  in  fact,  be  accommodative  in  terms  of 
monetary  policy  to  ease  fiscal  drag? 

Mr.  Greenspan.  Mr.  Chairman,  let  me  say  what,  in  fact,  is  likely 
to  happen  in  my  judgment,  in  the  event  that  we  move,  as  I  sin- 
cerely hope  we  do,  toward  a  balanced  budget  fairly  quickly.  The 
first  thing  that  will  occur  is  that  long-term  interest  rates  will  fall 
significantly  as  I  have  indicated  to  this  committee  many  times  in 
the  past. 

That  will,  as  it  did  in  1993,  substantially  and  perhaps  fully  offset 
any  of  the  fiscal  drag  that  your  colleague  is  concerned  about.  In  the 
event  that  the  markets  begin  to  respond  to  a  fiscal  drag  that  is 
much  larger  than  the  markets  can  immediately  adjust  to,  there  will 
clearly  be  signals  in  the  marketplace  which  are  the  types  of  signals 
that  we,  at  the  Federal  Reserve,  respond  to  in  a  general  manner. 

I  am  not  saying  to  you  that  if  the  Congress  comes  forward  with 
even  a  credible  package  for  reducing  the  deficit  that  I  will  say  the 
Federal  Reserve  will  do  X  or  Y  or  Z.  That  is  not  the  way  we  func- 
tion, it  is  not  the  way  we  should  function.  But  what  would  happen 
is  that  if  the  decline  in  interest  rates  and  the  adjustments  in  the 
financial  markets  do  not  fully  offset  the  fiscal  drag,  my  presump- 


128 

tion  is  that  there  will  be  monetary  adjustments  that  might  be  re- 
quired. 

But  the  first  and  most  important  issue  is  to  look  at  the  longer- 
term  economic  outlook  and  that  very  strongly  argues  to  get  the  def- 
icit down  sooner  rather  than  later. 

And  if  there  is  any  concern  about  the  issue  of  fiscal  drag,  in  my 
judgment,  Mr.  Chairman,  it  is  wholly  misplaced. 

Chairman  Kasich.  Did  the  defeat  of  the  Balanced  Budget 
Amendment  contribute  to  the  decline  of  the  dollar  by  shaking  peo- 
ples' confidence  in  our  ability  to  deal  with  deficits? 

Mr.  Greenspan.  Well,  Mr.  Chairman,  we  looked  closely  at  the 
patterns  of  behavior  of  the  dollar  as  it  weakened  over  the  last  sev- 
eral weeks.  And  it  seems  clear  that  as  the  economy  started  to  show 
evidence  of  slowing  down,  the  interest  rate  structure  in  the  shorter 
term  began  to  move  lower.  In  other  words,  rates  on  1-  and  2-year 
maturity  instruments  moved  down  and  as  always  occurs — or  al- 
most always  occurs — in  that  particular  situation,  the  spot  exchange 
rate  for  the  dollar  eased  in  line  with  that,  fully  capturing  the 
changes  in  the  differential  interest  rates  that  were  implied. 

But  what  did  not  go  down  during  the  early  weeks  of  that  move 
is  the  longer-term  futures  markets  for  the  dollar.  That  is,  we  cal- 
culate an  implied  10-year  forward  rate  for  the  American  dollar 
which  essentially  is  the  exchange  rate  which  is  what  one  should 
look  at  if  you  are  trying  to  strip  out  most  of  the  interest  rate  ef- 
fects. 

Those  exchange  rates  are  calculated  to  try  to  embody  in  a  so- 
csdled  covered  position  how  the  rate  would  look  10  years  into  the 
future  and  that  particular  number  did  not  change  very  significantly 
until  there  was  apparent  concern  in  the  international  financial 
markets  that  something  significant  was  happening  to  our  resolve 
with  respect  to  coming  to  grips  with  the  balanced  budget  issue. 

And  while  I  have  not  testified  in  favor  of  the  particular  amend- 
ment, it  became  fairly  evident  that  there  was  something  going  on 
in  the  markets  in  r  3nt  days  subsequent  to  that.  Fortunately  I 
have  heard  the  statement  that  you  just  made  with  respect  to  the 
commitment  of  the  Congress  to  come  to  grips  with  this  issue,  and 
I  have  heard  it  from  other  leaders  in  the  Congress  and  those  in  the 
administration. 

And  at  least  my  own  judgment  is  that  there  is  far  greater  com- 
mitment to  reduce  the  deficit  than  I  think  is  embodied  in  the  views 
of  people  in  the  marketplace  who  are  understandably  concerned 
about  the  degree  of  fervor  that  we  have  in  finally  coming  to  grips 
with  this  very  important  question  of  our  deficit. 

Chairman  Kasich.  Thank  you,  Mr.  Chairman. 

That  is  the  end  of  my  questions.  One  comment  to  you.  We  will 
come  in  May  with  a  budget  resolution  and  that  will  then,  if  we 
pass  that  resolution,  which  will,  as  Mr.  Walker  has  said,  represent 
the  most  sweeping  change  that  we  have  seen  in  50  years. 

We  then  go  to  reconciliation,  and  if  reconciliation  passes,  you  un- 
derstand this  committee  has  the  power  to  lower  caps.  There  has 
been  a  lot  of  consternation  about  what  will  happen  with  appropria- 
tions? When  the  caps  are  lowered,  Mr.  Chairman,  that  is  it.  They 
either  act  or  we  sequester.  And  we  are  going  to  do  it  right  or  we 
are  going  to  have  a  sword.  It  is  going  to  happen. 
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But  at  the  same  time  we  do  reconciliation,  we  piece  together  the 
entitlement  savings.  We  will  know,  of  course,  we  don't  know  what 
the  President  is  going  to  do,  but  we  will  know  what  is  going  to  hap- 
pen before  the  end  of  this  summer,  I  would  expect. 

But  you  should  know  that  the  members  of  this  side  of  the  aisle 
and  a  couple  on  that  side  of  the  aisle  are  committed  to  lowering 
those  caps,  and  piecing  together  a  reconciliation  bill  that  will  give 
us  real  deficit  reduction. 

If  we  fail,  we  think  we  will  fail  the  kids,  and  we  do  not  want  that 
to  happen. 

Mr.  Sabo. 

Mr.  Sabo.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  would  you  begin  a  deficit  reduction  process  by 
passing  the  tax  cut  of  $200  billion  over  the  first  5  years,  that  also 
costs  an  additional  $500  billion  over  the  next  5  years? 

Mr.  Greenspan.  Mr.  Sabo,  in  other  committee  hearings,  I  indi- 
cated that  I  would  not  have  that  as  my  first  priority,  that  my  first 
priority  is  to  get  the  budget  deficit  down  as  quickly  as  feasible,  and 
that  the  issue  of  reducing  taxes,  which  I  am  not  against,  should  be 
a  second  priority. 

Mr.  Sabo.  I  am  not  sure  how  long  it  might  take  you  to  answer 
this,  but  I  expect  all  of  us  are  very  interested  in  your  reaction  to 
what  is  or  is  not  going  on  in  Mexico. 

And  clearly,  whether  you  see  improvement  going  on  there, 
whether  what  we  did  is  going  to  really  solve  the  problem  that  ex- 
ists in  Mexico  or  help  them  solve  it,  and  what  our  responsibility  is 
to  just  a  whole  series  of  potential  debt  problems  for  not  only  Mexico 
but  other  countries  in  South  America,  and  what  are  our  respon- 
sibilities in  this  country? 

And  when  we  read  of  things  that  may  impact  the  dollar,  clearly 
one  reads  constantly  that  there  is  concern  that  the  United  States 
is  assuming  responsibilities,  I  expect,  beyond  our  capacity. 

Mr.  Greenspan.  Yes.  I  certainly  do  not  believe  that  that  is  the 
case.  What  we  are  doing  is  basically  putting  in  place  a  liquidity  fa- 
cility to  enable  certain  fundamental  actions  by  the  Mexican  Gov- 
ernment to  come  to  grips  with  a  sharp  reduction  in  the  value  of 
their  peso  which,  if  not  appropriately  addressed,  would  lead  not 
only  to  an  inflation  bubble,  which  is  inevitable,  but  also  to  an  accel- 
erated inflation  process  which  would  significantly  impair  the  eco- 
nomic capabilities  of  Mexico,  which  would  not  be  to  the  interests 
of  the  United  States. 

The  resources  made  available,  in  my  judgment,  will  act  solely  for 
the  purpose  of  facilitating  fundamental  actions  by  the  Mexicans. 
They  have  to  find  a  means  by  which  they  defuse  this  inflation  bub- 
ble which  is  in  the  process  of  emerging,  and  if  they  do  that,  I  have 
an  expectation  that  they  would  be  able  to  restore  themselves  to 
economic  stability  within  a  reasonable  period  of  time. 

I  do  not  think  it  is  appropriate,  and  I  do  not  think  that  is  what 
is  happening,  that  the  United  States  is  fully  committing  itself  for 
the  purpose  of  sustaining  this  major  program. 

It  is  only  a  mechanism  which  enables  the  Mexicans,  on  their 
own,  to  solve  this  problem.  And  as  I  have  said  previously,  there  are 
wide  varieties  of  alternatives  to  approach  this  issue,  and  I  think 
that  the  action  that  the  administration  has  taken  is  the  least  worst 
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of  a  number  of  alternatives  which  we  looked  at  in  considerable  de- 
tail. 

Mr.  HOBSON  [presiding].  The  gentleman  from  Arizona,  Mr.  Kolbe. 

Mr.  Kolbe.  Mr.  Chairman,  welcome.  I  want  to  follow  up  a  little 
bit  on  something  that  the  chairman  talked  to  you  about  and  that 
is  the  impact  of  the  balanced  budget  amendment  and  what  impact 
it  may  be  having  on  our  currency. 

There  has  been  a  lot  of  speculation  that  the  U.S.  bailout,  as  some 
people  call  it,  but  the  loan  guarantee  package  is  part  of  that  pres- 
sure on  the  dollar  right  now  because  speculators  see  that  we  have 
a  lesser  reserve  of  dollars  and  yen  and  deutschmarks  available  to 
defend  the  dollar.  Would  you  comment  on  that,  to  what  extent  that 
is  exerting  pressure  on  the  dollar? 

Mr.  Greenspan.  It  may  be  exerting  pressure  on  the  dollar  in  the 
sense  that  there  is  a  belief  on  the  part  of  many  people  in  the  mar- 
ketplace that  the  particular  initiatives  with  respect  to  the  Ex- 
change Stabilization  Fund  has  somehow  impaired  the  capability  of 
the  United  States  to  intervene  in  support  of  the  dollar. 

The  fact  of  the  matter  is  that  we  have  got  a  very  large  block  of 
deutschmark  and  yen,  both  in  the  Exchange  Stabilization  Fund 
and  at  the  Federal  Reserve. 

In  the  event,  which  is  a  reasonably  unlikely  event,  that  a  signifi- 
cant part  of  the  Exchange  Stabilization  Fund  deutschmark  and  yen 
have  to  be  swapped  or  sold  or  exchanged  in  order  to  make  moneys 
available  for  Mexico  in  terms  of  dollars,  the  Federal  Reserve  would 
warehouse  temporarily  their  holdings  of  yen  and  deutschmark 
which  we  have  done  in  the  past. 

And,  therefore,  we  would  have — ^both  of  us,  the  Exchange  Sta- 
bilization Fund  and  the  Fed  combined — ^full  control  of  our  existing 
reserves  of  the  key  foreign  currencies.  We  do  not  intend,  in  any 
way,  to  impair  the  capability  that  we  currently  have. 

Mr.  Kolbe.  I  think  you  have  made  a  very  important  point  which 
I  think  most  members  of  this  body,  myself  included,  do  not  under- 
stand very  well.  It  is  extraordinarily  complicated  how  the  Exchange 
Stabilization  Fund  works,  but  what  you  are  saying  basically  is  that 
even  as  we  make  those  available,  there  is  an  inflow  of  other 
deutschmark  and  yen  and  those  continue  to  be  available  to  us  to 
use,  is  that  right? 

Mr.  Greenspan.  What  I  am  saying  is  that  in  the  event  that  the 
dollar  resources  currently  in  the  Exchange  Stabilization  Fund  be- 
come inadequate  to  meet  our  commitments  to  Mexico,  we,  at  the 
Federal  Reserve,  will  effectively  swap  dollars  with  the  Exchange 
Stabilization  Fund  for  their  yen  and  deutschmarks,  in  a  sense 
warehouse  them  temporarily,  and  hence,  have  them  available  as 
needed  in  the  event  that  intervention  is  required. 

Mr.  Kolbe.  Thank  you. 

Let  me  ask  you  to  look  at  the  chart  behind  me  here,  and  granted 
that  28  days  does  not  a  trend  perhaps  determine,  but  I  do  not 
know.  I  kind  of  see  what  looks  like  a  crook  in  my  finger  up  there, 
just  about  the  time  that  the  balanced  budget  amendment  failed  in 
the  Senate.  Would  you  say  that  there  is  a  strong  suspicion  that 
may  be  playing  a  role  in  the  current  pressure  on  the  dollar — ^that 
action  by  Congress? 
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Mr.  Greenspan.  Congressman,  as  I  indicated  in  an  earlier  re- 
sponse, we  have  endeavored  to  disaggregate  those  data  that  you 
have  up  there  in  terms  of  how  the  level  of  the  exchange  rate  was 
affected  by  interest  rate  changes  and  those  which  are  all  other  ef- 
fects, including  a  general  view  as  to  the  long-term  stability  of  the 
American  dollar  vis-a-vis  the  other  major  currencies. 

When  you  take  the  chart  that  disaggregates  them  and  looks  only 
at  that  part  which  is,  in  a  sense,  the  10-year  forward  exchange  rate 
of  the  dollar  vis-a-vis  both  the  yen  and  the  deutschmark,  that  crook 
that  you  are  looking  at  is  far  more  pronounced. 

Indeed,  there  is  far  more  stability  in  the  early  period  and  it  turns 
down  more  sharply 

Mr.  KOLBE.  At  that  point. 

Mr.  Greenspan  [continuing].  Which  is  suggestive  of  the  fact  that 
there  is  a  concern  at  about  that  time  about  the  long-term  stability 
of  the  American  currency. 

Mr.  KOLBE.  You  have  answered  my  question. 

Let  me,  if  I  might — and  my  time  is  about  to  expire.  Obviously, 
the  weak  dollar  has  tremendous  implications  in  terms  of  inflation 
in  the  U.S.  economy.  It  is  going  to  be  more  expensive  for  Americans 
to  buy  Japanese  cars,  to  buy  a  Sony  VCR,  consumer  goods  that  we 
have  become  very  used  to  having  and  which  are  made  in  foreign 
countries. 

That  inflationary  pressure  has  got  to  be  concern,  I  would  think, 
to  the  Fed.  And  so  I  can  get  it  in,  I  will  combine  it  with  the  other 
question.  It  strikes  me  as  interesting  that  some  of  those  who  have 
been  railing  against  Mexico  for  its  devaluation,  saying  all  they 
needed  to  do  was  to  have  raised  interest  rates  at  the  right  time  in 
order  to  maintain  the  stability  of  the  peso,  I  hear  a  thundering  si- 
lence from  them  about  raising  interest  rates  today  here  in  the 
United  States  in  order  to  maintain  the  capital  inflows  into  the 
country. 

So  if  you  would  just,  perhaps,  respond  to  those  two  questions. 
One,  as  my  time  is  expired,  sir. 

Mr.  Greenspan.  Congressman,  I  will  merely  repeat  what  I  have 
said  on  numerous  occasions  in  the  past,  that  we  have  a  number  of 
indicators  which  we  find  useful  in  endeavoring  to  judge  the  infla- 
tionary impacts  on  the  American  economy  from  forces  external  to 
what  we  are  doing,  and  the  exchange  rate,  obviously,  is  one  of 
them. 

Mr.  Kolbe.  Thank  you. 

Chairman  Kasich  [presiding].  The  gentleman  from  Texas,  Mr. 
Stenholm. 

Mr.  Stenholm.  Thank  you,  Mr.  Chairman,  and  welcome,  Mr. 
Chairman. 

I  just  wanted  to  say,  just  real  briefly,  regarding  yesterday's  ac- 
tivities, and  I  have  a  question  that  I  want  to  ask  you.  I  like  the 
way  that  Chairman  Kasich  went  about  making  you  president  of  the 
Congress  for  just  a  few  moments  and  taking  your  other  hat  off. 

I  like  the  answers  that  you  gave,  and  in  particular  the  question 
of  Chairman  Kasich. 

In  regard  to  deficit  spending,  we  have  a  real  division.  And  this 
morning  at  1  o'clock,  in  the  House  Agriculture  Committee,  we  had 
a  vote  on  this  issue  as  to  what  we  do  with  spending  cuts,  whether 
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we,  in  fact,  take  the  cuts  that  we  made  yesterday  in  the  food  stamp 
program,  which  we  don't  know  what  the  actual  dollar  values  were 
because  we  operated  yesterday,  Mr.  Chairman,  under  a  stealth 
day,  in  which  we  spent  14  V2  hours  without  having  any  CBO  scor- 
ing, without  really  knowing  what  we  were  doing,  what  was  ex- 
pected by  this  committee  of  the  Agriculture  Committee,  and  it  was 
very  frustrating  to  me  because  we  were  operating  under  irregular 
order. 

But  I  feel,  as  I  believe  I  heard  you  say  a  moment  ago,  all  of  our 
preference  would  be  to  cut  taxes,  and  that  is  my  preference.  But 
we  have  to  make  some  tough  choices,  and  there  seems  to  be  an  un- 
willingness right  now  to  face  up  to  the  tough  choices  that  we  have. 

I  guess,  as  president  of  the  Congress,  or  if  you  were  on  the  Agri- 
culture Committee,  and  we  had  made  some  difficult  cuts — and  I 
say  that  we  don't  know  how  much — reductions  and  increase,  I  want 
to  get  my  terminology.  We  are  to  spend  roughly  $24  billion  less 
money  feeding  the  poorest  of  the  poor  over  the  next  5  years.  We 
will  spend  more  every  year  than  we  spent  last  year,  but  we  are 
going  to  reduce  the  amount  of  spending  by  $24  billion. 

How  will  the  markets  react  if  we  take  that  $24  billion,  use  it  for 
purposes  of  a  tax  cut;  or  if  we  take  that  $24  billion  and  apply  it 
to  tne  deficit,  is  there  any  difference? 

And  I  realize  in  an  economy  of  $6  trillion,  we  are  talking  about 
micro  influences.  But  when  we  are  talking  about  tough  choices,  if 
I  heard  your  answer,  I  believe  that  instead  of  my  loosing  my 
amendment  by  a  21-23  vote,  if  you  would  have  been  there  it  would 
have  been  22-23.  And  saying,  let's  apply  those  reductions  to  the 
deficit  and  not  use  them  for  purposes  of  cutting  taxes. 

Mr.  Greenspan.  Well,  Congressman,  I  appreciate  being  ap- 
pointed to  all  of  these  higher  offices.  [Laughter.] 

I  hope  that  there  is  a  very  near-term  sunset  clause  in  my  ap- 
pointment. 

Chairman  Kasich.  Mr.  Chairman,  when  your  term  expires,  no- 
body will  want  to  appoint  you  to  anything  anymore.  They  won't 
even  remember  who  you  were. 

Greenspan,  who?  The  same  for  us. 

Mr.  Greenspan.  A  consummation  devotedly  to  be  wished. 

I  can't  do  anything  other  than  merely  repeat  what  I  said  before. 
It  is  crucial  that  the  deficit  be  brought  down,  be  brought  down 
quickly.  That  would  be  my  first  priority. 

My  understanding  of  the  way  markets  will  respond  to  that  is  one 
of  great  positiveness  because  there  is  an  element  of  cjoiicism  out 
there  which  has  been  developed  over  the  years.  That  cynicism  has 
been  partly  undercut  by  the  fact  that  the  budget  deficit  was 
brought  down  in  1993. 

The  markets,  as  you  know,  reacted  very  positively  as  a  con- 
sequence, mainly  because  they  were  surprised.  I  think  they  would 
be  surprised  again,  and  we  would  be  getting  a  significant  positive 
reduction  in  long-term  interest  rates  which  would  do  more  basically 
for  the  long-term  good  of  this  country  than  anything  else  I  can 
imagine. 

Mr.  Stenholm.  Mr.  Chairman,  I  would  just  use  my  remaining 
few  seconds  to  say  that  I  anxiously  await  Friday  and  next  week, 
in  which  this  committee  will  begin  to  have  some  idea  of  where  we 
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are  going  and  why,  and  how  the  irregular  order  of  the  first  100 
days  will  fit  into  the  main  objective  that  we  all  have. 

No  comment  necessary,  except  to  say  the  frustrations  that  I  felt 
yesterday  for  14V2  hours,  dealing  with  something  as  important  as 
now  we  feed  the  people,  and  doing  it  in  a  complete  vacuum  because 
of  lack  of  information  is  very  frustrating. 

Chairman  Kasich.  The  gentleman  from  Connecticut,  Mr.  Shays. 

Mr.  Shays.  Thank  you,  Mr.  Greenspan,  for  being  here. 

Last  year,  when  you  were  before  the  committee,  one  of  the  mem- 
bers on  the  majority  side  last  year  was  expressing  a  question  to 
you  and  said,  "Aren't  you  afraid  that  Congress  will  cut  too  much?" 

And  your  response  was,  to  the  Congressman,  you  said,  "Mr.  Con- 
gressman, I  don't  go  to  sleep  at  night  fearful  that  when  I  wake  up 
in  the  morning.  Congress  will  have  cut  too  much." 

Are  you  concerned  that  Congress  will  cut  too  much  or  slow  the 
growth  in  spending  too  much  in  the  next  7  years? 

Mr.  Greenspan.  I  have  a  lot  of  priorities  out  there.  Congress- 
man. That  is  the  last. 

[Laughter.] 

Mr.  Shays.  One  of  the  things  that  some  people  rightfully  say  is 
that  if  we  had  a  President  willing  to  veto  budgets,  whether  they 
were  Republican  or  Democrats,  the  President  was  willing  to  submit 
budgets  that  were  balanced  and  veto  budgets  that  weren't — like 
some  of  our  Governors  do— we  wouldn't  need  a  balanced  budget 
amendment.  But  we  haven't  seen  that,  either  with  Republican 
Presidents  or  Democratic  Presidents. 

The  question  I  want  to  ask  you  is,  when  you  look  at — ^what  I 
want  to  emphasize  and  have  you  tell  me  if  you  agree  with  my  sum- 
mation of  a  feeling  that  I  have  about  your  testimony — I  read  your 
testimony,  heard  your  response  to  Mr.  Kasich,  and  I  was  ready  to 
go  because  I  felt  you  basically  answered  the  real  meat  of  this  entire 
hearing. 

What  I  heard  you  say  was  that  if  we  persevere  and  try  to  slow 
the  growth  in  spending  and  allow  spending  to  rise  by  a  lesser 
amount,  but  still  rise,  and  have  a  balanced  budget  in  7  years,  that 
you  think  this  will  be  very  helpful  to  lifting  restricted  monetary 
policy. 

Is  that  a  fair  feeling  that  I  have? 

Mr.  Greenspan.  I  am  not  sure  I  would  describe  current  policy, 
necessarily,  as  restrictive,  per  se.  I  did  say  and  I  will  repeat  that 
we  have  long-term  goals  to  maintain  stability  of  the  currency,  sta- 
bility of  the  general  price  level,  and  our  longer-term  projections  in 
that  regard  would  be  matched  against  how  the  economy  is  func- 
tioning in  the  context  of  all  forces  which  are  involved  with  that. 

Mr.  Shays.  Would  you  say  that  a  deficit,  year  in  and  year  out, 
of  over  $200  billion,  $300  billion  when  we  discount  the  use  of  our 
Social  Security  Trust  Funds  which,  by  the  way,  we  do  pay  interest 
on,  do  you  think  that  we  have  basically  an  expansive  fiscal  policy 
by  our  large  deficits? 

Mr.  Greenspan.  Without  question. 

Mr.  Shays.  Do  you  think  it  is  fair  to  say  that  some  of  us  feel  it 
is  irresponsible  for  us  to  criticize  the  Fed  for  increasing  interest 
rates  when  we  think  we  are  basically  the  problem  for  the  reason 
why  the  Fed  has  increased  the  interest  rates.  Namely,  an  expan- 
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sive  fiscal  policy,  large  deficits,  have  resulted  in  some  ways  in  high- 
er interest  rates  on  the  part  of  the  Fed,  isn't  that  true? 

Mr.  Greenspan.  Well,  I  would  certainly  say  that  the  level  of 
long-term  interest  rates  is  higher  than  it  would  otherwise  have 
been  because  the  deficit  is  excessive.  And  to  the  extent  that  feeds 
back  into  the  shorter  end  of  the  market  and  we  respond  to  that, 
obviously,  part  of  where  short-term  rates  are,  is  a  reflection  of  that 
fact  as  well. 

Mr.  Shays.  Let  me  just  quickly  show  you.  Behind  me  is  a  budget 
chart  that  shows  two-thirds  of  the  budget,  basically  on  automatic 
pilot,  entitlements  and  interest  rates. 

What  I  would  like  to  do  is  just  show  you  the  chart  behind. 

We  have  a  very  strong  effort  in  the  past  few  years.  Democrats 
should  be  congratulated  for  this,  as  well  as  Republicans,  for  slow- 
ing the  growth  of  discretionary  spending.  It  is  basically  negative 
growth. 

What  concerns  me  the  most  is  the  large  increases  in  Medicare 
and  Medicaid,  and  on  the  earlier  chart,  they  constitute  about  17 
percent  of  our  budget. 

If  we  were  to  slow  the  growth  of  Medicare  and  Medicaid  to  5  per- 
cent, we  get  a  long  way  toward  balancing  the  budget  in  the  year 
2002.  Are  you  encouraging  us  to  find  ways  to  allow  Medicaid  to 
grow  by  a  slower  amount  than  they  do,  now? 

Mr.  Greenspai*:.  Congressman,  I  have  eschewed  trying  to  suggest 
specific  programmatic  composition. 

Mr.  Shays.  I  can  ask  the  question  this  way,  then.  Do  you  think 
we  can  balance  the  budget  in  the  next  7  years  without  slowing  the 
growth  of  entitlements? 

Mr.  Greenspan.  No. 

Mr.  Shays.  Thank  you. 

Chairman  Kasich.  The  gentleman's  time  has  expired.  And  now, 
the  gentleman  from  Utah,  Mr.  Orton. 

Mr.  Orton.  Thank  you,  Mr.  Chairman,  and  welcome,  Chairman 
Greenspan. 

This  hearing  being  on  monetary  policy,  I  recall  back  to  my  first 
term  on  this  committee.  You  were  here  at  that  point  in  time.  The 
dollar  was  very  strong,  internationally.  It  was  going  up  rather  rap- 
idly on  the  exchange  rates  and  we  heard  all  of  the  problems  of  an 
expanding  or  a  growing  value  of  the  dollar. 

Now,  with  it  dropping,  we  hear  of  the  problems  of  a  sinking 
value  of  the  dollar.  And  I  believe  I  am  concluding  from  your  testi- 
mony today  that  what  we  are  in  search  of  is  stability  in  the  ex- 
change rate,  so  that  we  neither  have  an  increasing  nor  decreasing 
value  of  the  dollar. 

In  plain  English,  that  is  essentially  what  we  are  after,  is  that 
correct? 

Mr.  Greenspan.  Stability  is  as  good  a  term  as  I  can  find  to  de- 
scribe where  we  are  trjdng  to  go. 

Mr.  Orton.  OK.  If  that  is  correct,  then,  that  stability  and  ex- 
change rate  depends  not  only  on  domestic  policy  but  international 
policies  and  domestic  policies  in  foreign  countries,  as  well.  Because 
the  rates  of  exchange  between  the  dollar  and  the  mark  or  the  yen 
or  the  peso,  or  whichever  currency  you  want  to  look  at,  is  depend- 


135 

ent  not  only  upon  what  we  do  but  what  they  do  and  the  inter- 
connection between  all  of  the  above,  correct? 

Mr.  Greenspan.  Correct. 

Mr.  Orton.  ok,  now,  that  having  been  said,  if  what  we  are  seek- 
ing is  stability  and  knowing  that  stability  is  not  totally  up  to  us, 
then  we  have  a  limited  range  of  factors  that  we  can  employ  in  try- 
ing to  seek  that  stability.  And  if  what  we  are  after  is  stability, 
something  goes  wrong  overseas,  something  is  going  askew  in  inter- 
national trade,  we  may  find  an  increasing  or  sinking  dollar  which 
is  attributable  to  something  other  than  what  we  are  doing. 

So  if  we  seek  stability,  then,  we  may  be  driving  our  domestic 
monetary  policy  to  achieve  stability  and  what  we  have  to  do  within 
our  own  economy,  to  achieve  something  which  was  created  or  influ- 
enced outside  our  borders. 

Now,  given  that  scenario,  I  am  very  concerned  that  it  appears 
the  principal  monetary  policy  imposed  by  the  Fed,  to  achieve  this 
stability,  and  it  is  clearly  the  most  public  and  visible,  is  interest 
rates. 

Now,  what  we  found  when  the  Clinton  administration  brought 
forward  a  budget  which  lowered  the  deficit,  which  set  us  on  a 
downward  trend  for  5  consecutive  years,  you  told  us  the  economy 
would  react  very  positively.  It  did.  It  began  growing. 

You  told  us  the  interest  rates  would  drop.  They  did.  The  economy 
continued  to  grow. 

When  the  economy  started  heating  up,  the  Fed  said:  Going  too 
fast,  let's  raise  interest  rates. 

Now,  we  are  also  told  here  in  your  testimony  that  if  we  balance 
the  budget,  the  economy  will  respond.  The  economy  will  grow.  In- 
terest rates  will  drop. 

Will  the  Fed  again  raise  interest  rates  in  response? 

In  plain  English,  we  want  to  understand  why  it  is,  that  if  we 
bring  down  the  budget  deficit,  interest  rates  will  supposedly  fall. 
But  when  they  fall,  the  Fed  turns  siround  and  raises  them  five  or 
six  times  in  a  year  because  they  fell  and  the  economy  heated  up. 

And  are  we  not  just  in  for  a  repeat  of  that,  if  in  fact  we  do  what 
I,  and  most  of  the  other  people  on  this  committee  want  to  do,  and 
that  is  balance  the  budget?  If  interest  rates  fall,  will  the  Fed  in- 
crease interest  rates  again  to  seek  stability? 

Because  if  interest  rates  fall,  we  know  what  is  going  to  happen 
on  that  chart  with  U.S.  exchange  rates.  The  dollar  is  going  to  go 
up,  going  to  go  down,  and  we  will  be  seeking  stability  again. 

Not  being  an  economist,  please  use  simple  English  to  explain  it 
to  me. 

Mr.  Greenspan.  That  is  an  excellent  question.  Congressman. 

Let  me  first  say  that  the  way  in  which  we  endeavor  to  achieve 
stability  in  our  exchange  rate  is,  first  and  foremost,  by  stability  in 
the  general  price  level. 

As  a  consequence  of  that,  in  our  discussions  with  our  G— 7  col- 
leagues, we  have  all  recognized  that  if  exchange  rate  stability  is  a 
value,  which  it  is  jointly  to  all  of  us,  the  most  important  thing  that 
we  can  do  to  achieve  it  is  to  jointly  have  domestic  economies  in 
which  price  stability  prevails. 

Now,  I  surely  am  not  going  to  say  that  there  aren't  events  that 
occur  which  will  drive  up  our  currency  vis-a-vis  others  or  drive  it 
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down;  those  periodically  will  happen  and  we  try  to  evaluate  wheth- 
er they  are  special  cases  or  not.  But  the  issue  of  stability  in  ex- 
change rates  is  a  value  in  and  of  itself,  provided  it  is  reflecting  the 
underlying  stabilities  of  the  various  relevant  nations  involved. 

With  respect  to  your  second  question,  it  is  certainly  the  case  that 
we  raised  interest  rates  significantly  last  year  after  interest  rates 
came  down  and  the  economy,  as  a  consequence  of  that,  started  to 
accelerate.  The  purpose  of  raising  rates  was,  in  fact,  to  ensure  that 
the  underlying  strength  that  occurred  as  a  consequence  of  the  ear- 
lier moves  would  be  continued  and,  indeed,  that  the  economy  would 
not  run  off  the  track,  so  to  speak. 

And  so,  what  we  were  trying  to  do  through  all  of  those  moves 
was  to  try  to  maintain  a  degree  of  stable  growth  in  this  economy, 
a  growth  rate  which  is  stable.  There  are  conditions  in  which  infla- 
tionary imbalances  begin  to  emerge  and  history  tells  us  when  they 
take  hold,  they  are  very  difficult  to  restrain.  And  the  reason  we 
have  moved  ahead  of  the  curve,  so  to  speak,  is  a  recognition  of  the 
fact  that  when  you  see  inflation  in  full  gallop,  there  is  very  little 
that  you  can  do  to  stop  it  without  causing  a  severe  contraction  in 
economic  activity.  It  is  that  which  we  are  trjdng  to  foil. 

Mr.  Orton.  But  I  think  the  point  is 

Chairman  Kasich.  I  am  sorry,  but  the  gentleman's  time  has  ex- 
pired. I  would  love  to  give  you  more. 

Mr.  Orton.  He  just  didn't  answer  the  question,  is  the  problem. 

Chairman  Kasich.  Well,  that  is  why  he  is  the  Chairman  of  the 
Fed.  He  doesn't  answer  every  question.  [Laughter.] 

And  then  you  thank  him  for  not  answering  it. 

I  am  sorry,  I  have  been  in  your  position  a  long  time.  We  have 
other  members  waiting. 

The  gentleman  from  Colorado,  Mr.  Allard. 

Mr.  Allard.  I  thank  the  chairman  for  recognizing  me. 

As  you  know,  Mr.  Chairman,  the  CBO  is  forecasting  a  deficit  of 
about  $207  billion  in  1996  and  if  we  were  to  get  on  a  glide  path 
to  a  balanced  budget  by  2002,  my  calculations  indicate  that  we 
would  have  to  bring  that  deficit  down  to  about  $155  billion. 

Now,  this  is  consistent  with  an  overall  spending  rate  growth  of 
about  2  percent  a  year,  rather  than  the  current  forecast  of  5.3  per- 
cent growth. 

If  we  stick  to  this  2  percent  growth  path  next  year,  it  will  require 
approximately  $50  billion  in  savings  off  the  current  base  line. 

Now,  just  assuming  that  Congress  is  disciplined  enough  to  make 
that  $50  billion  downpayment  on  the  balanced  budget,  would  you 
state  again  how  you  feel  this  would  have  an  impact  on  our  econ- 
omy? 

Mr.  Greenspan.  I  think  that  if  the  reduction  is  on  the  glide  path 
and  it  is  credible  to  the  financial  markets,  we  will  see  a  marked 
reduction  in  long-term  interest  rates,  which  means  in  mortgage 
rates,  which  means  in  all  of  the  various  different  interest  rate  ef- 
fects which  impact  on  economy  activity. 

Mr.  Allard.  So  if  this  Congress  was  to  pass  statutorily  a  bill 
that  would  say  that  every  year  we  were  going  to  hold  down  the 
rate  of  growth  to  2  percent  a  year,  excluding  Social  Security,  and 
apply  the  Contract  With  America,  which  could  happen  if  we  had 
the  2-percent  growth  rate  the  outlay  and  revenue  lines  intersect  be- 
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tween  2001  and  2002,  and  get  us  to  a  balanced  budget,  that  would 
have  a  favorable  impact  on  the  economy,  or  not? 

Mr.  Greenspan.  I  think  the  statute  has  to  specify  the  detail  and 
merely  stipulating  it,  I  suspect  is,  not  what  you  have  in  mind. 

I  mean,  going  through  full  programmatic  adjustments 

Mr.  Allard.  So  if  we  sort  of  sequester  the  funds,  there,  that 
would  help  considerably. 

Mr.  Greenspan.  The  important  term  here  is  credible.  How  one 
achieves  that  really  is  up  to  the  Congress,  but  if  the  markets  per- 
ceive that  what  you  are  doing  is  not  smoke  and  mirrors,  but  the 
real  thing,  I  think  you  will  get 

Mr.  Allard.  So  a  sequestration  would  be  viewed  as  something 
real. 

Mr.  Greenspan.  I  think  you  will  get  a  marked  reaction  of  a  posi- 
tive nature. 

Mr.  Allard.  I  would  like  to  move  on  to  another  subject  concern- 
ing capital  gains. 

If  we  lower  the  capital  gains  rate,  as  has  been  discussed — ^by 
half,  does  this  have  a  noninflationary  growth  impact  on  our  econ- 
omy? 

Mr.  Greenspan.  I  have  always  indicated,  when  appearing  before 
this  committee  and  others,  that  the  capital  gains  tax,  per  se,  was, 
in  my  judgement,  an  inappropriate  means  to  raise  revenue.  And 
anything  that  can  be  done  to  bring  it  down,  whether  you  are  re- 
quired under  your  rules  to  have  other  offsetting  budgetary  adjust- 
ments or  not,  is  a  secondary  issue,  as  far  as  I  am  concerned. 

It  would  be  very  useful  to  bring  it  down  or,  at  a  minimum,  at 
least  retrospectively  index  it. 

Mr.  Allard.  So,  regardless  of  what  our  rules  are  on  the  CBO 
score,  a  capital  gains  tax,  you  think,  would  create  more  revenues 
for  the  Federal  Treasury. 

Mr.  Greenspan.  I  have  a  suspicion  that  within  certain  ranges 
that,  over  the  long  run,  the  capital  gains  tax  reduction  or,  over  the 
very  long  run,  its  elimination,  would  not  be  a  revenue  loser. 

Overall,  obviously  capital  gains  tax  revenue  would  go  down,  but 
I  don't  think  that  the  aggregate  revenue  structure  of  the  American 
economy  would. 

Mr.  Allard.  I  notice  that  my  time  is  coming  to  an  end.  If  you 
want  to  pursue  that,  Mr.  Chairman,  I  yield  back  the  balance  of  my 
time. 

The  Chair  will  note  that  I  quit  early. 

Chairman  Kasich.  Thank  you.  Unlike  the  national  savings  rate, 
we  will  bank  that  for  future  use. 

Let's  go  to  Mr.  Johnston  from  Florida. 

Mr.  Johnston.  Thank  you,  Mr.  Chairman. 

In  order  to  follow  up  on  Mr.  Orton's  question,  I  yield  my  time  to 
Mr.  Costello. 

Mr.  Costello.  I  am  interested  in  an  answer  to  Mr.  Orton's  ques- 
tion, so  I  yield  my  time  to  Mr.  Orton. 

[Laughter.] 

Mr.  Orton.  Now  that  we  are  through  yielding,  the  question  was, 
won't  the  same  thing  happen  with  interest  rates,  after  balancing 
the  budget,  as  happened  with  interest  rates  last  year? 
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We  were  told,  reduce  the  deficit,  interest  rates  will  come  down 
and  the  economy  will  grow.  That  is  exactly  what  happened. 

We  reduced  the  deficit,  interest  rates  came  down,  the  economy 
grew.  If  you  said  the  indicators  are  the  economy  is  growing  too  rap- 
idly, we  have  to  slow  it  down,  let's  raise  interest  rates. 

We  raised  interest  rates,  the  economy  slowed  down.  Will  not  the 
exact  same  thing  happen  if  what  we  pass  the  balanced  budget 
amendment  or,  heaven  forbid,  we  become  responsible  and  balance 
the  budget  even  without  an  amendment  to  the  Constitution?  Inter- 
est rates  will  come  down  as  a  result  of  that,  and  the  economy  will 
grow  as  a  result  of  that.  Wouldn't  the  economy  grow  much  more 
rapidly  by  balancing  the  budget  than  by  just  stopping  the  growth 
over  5  years? 

Mr.  Johnston.  Mr.  Orton,  let  me  reclaim  part  of  my  time  by  say- 
ing, in  there,  I  never  saw  galloping  inflation  during  the  six  times 
that  you  increased  the  interest  rates. 

Mr.  Greenspan.  Well,  let  me  just  say  quickly  for  that,  that  had 
you  seen  it,  we  would  already  have  been  so  far  behind  the  curve 
that  we  would  have  been  in  serious  trouble. 

But  in  response  to  Congressman  Orton's  question,  first  of  all,  one 
of  the  reasons  why  the  economy  in  the  United  States  grew  as  fast 
as  it  did  in  this  most  recent  period  was  that  the  worldwide  econ- 
omy picked  up  concurrently  and  everything  moved  at  the  same  par- 
ticular time. 

I  would  say  to  you  the  following,  with  respect  to  your  question. 
I  don't  know  what  specific  actions  we  will  take.  I  do  say  that  the 
long-term  growth  of  the  American  economy  under  a  balanced  budg- 
et say  from  the  year  2002  forward,  that  long-term  growth  on  aver- 
age will  be  greater  than  it  will  be  without  it. 

Mr,  Orton.  And  I  agree  with  that. 

Mr.  Greenspan.  Let  me  iust  go  one  step  further. 

If,  in  that  period,  for  wnatever  reason,  there  is  an  acceleration 
in  the  economy  which  looks  unsustainable,  and  it  is  engendering 
inflationary  forces  for  cyclical  reasons,  I  would  expect  us  to  respond 
to  that. 

Mr.  Orton.  And  you  would  raise  interest  rates  for  those  reasons. 

Mr.  Greenspan.  We  would  raise  interest  rates  for  the  purpose  of 
keeping  that  long-term  stability  going. 

Mr.  Orton.  OK.  My  point  exactly,  and  I  agree  that  long  term, 
it  would  continue  going.  But  we  also  have  to  factor  in  the  other 
issue  that  we  are  looking  at  which  is  stability. 

If  we  do  this  and  if  the  economy  is  growing,  the  dollar  will  be- 
come stronger  and  stronger  and  stronger,  compared  to  the  yen, 
compared  to  the  Deutsch  mark. 

Mr.  Greenspan.  Not  necessarily. 

Mr.  Orton.  If  they  continue  with  budget  deficits  and  we  balance 
ours,  if  the  entire  world  doesn't  get  on  some  sort  of  fiscal  respon- 
sibility act,  and  deal  with  its  problems,  if  we  are  the  only  ones  who 
do  it?  Our  currency  isn't  going  to  rise  much  more  rapidly  than 
theirs? 

And  are  we  not  then  going  to  have  external  forces  forcing  us  to 
do  the  same  kind  of  thing? 

Mr.  Greenspan.  Let  me  say  this.  Congressman.  You  are  asking 
me  to  forecast  what  the  appropriate  policy  for  the  Federal  Reserve 
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would  be  in  the  21st  century.  I  have  enough  difficulty  in  the  cur- 
rent day  or  week. 

All  I  can  suggest  to  you  is  where  our  fundamental  policies  will 
lead  us  and  I  grant  you  there  are  going  to  be  innumerable  tradeoffs 
that  are  necessary  to  do  that.  Central  bank  monetary  policy  is 
going  to  have  to  come  to  find  the  best  mix  that  we  can. 

But  I  will  tell  you  that,  in  general,  stability  of  exchange  rates  is 
better  than  nonstability.  That  noninflationary  growth  is  better 
than  inflationary-based  growth. 

How  one  trades  all  of  these  various  elements  off  is  the  job  of  the 
central  bank  to  the  extent  that  we  are  involved  in  malang  those 
decisions. 

Mr.  Orton.  I  thank  the  gentleman  for  5delding. 

Chairman  Kasich.  Judge  Ito  might  have  said  you  were  badger- 
ing the  witness,  Mr.  Orton.  [Laughter.] 

The  gentleman  from  Texas,  Mr.  Smith. 

Mr.  Smith  of  Texas.  Mr.  Chairman,  I  am  happy  to  3deld  to  you 
for  a  minute. 

Chairman  Kasich.  Just  one  point  I  want  to  make.  You  know,  it 
is  interesting.  We  have  had  this  fight.  We  have  been  called 
charletans  because  of  our  wanting  to  dynamically  score  capital 
gains. 

For  the  record,  let  the  record  be  reinforced  with  the  Chairman's 
statement  that  over  time  capital  gains  causes  zero.  That  is  why  it 
is  necessary  to  move  to  a  far  more  precise  way  to  estimate  incen- 
tives in  this  economy. 

Furthermore,  the  reason  why  they  have  to  raise  rates  is  because 
the  funnel  of  this  economy  is  too  small.  The  purpose  of  capital 
gains  is  to  widen  the  stem  on  the  funnel  so  we  can  pour  more 
prosperty  through  it  so  that  kids  like  me,  mailmen's  sons,  can  go 
and  get  a  job  with  an  economy  that  is  going  to  grow  without  inter- 
est rates  having  to  be  pushed  up  every  time  the  economy  starts  to 

go. 

Capital  gains  will  clearly  provide  for  more  incentive  risktaking 
and  more  investment  in  infrastructure  in  this  country  which  will 
benefit  everyone.  But  it  is  particularly  interesting  to  note  that  the 
Chairman  believes  that  over  time  there  is  no  cost  to  this  program. 
There  is,  however,  a  big  cost  to  not  doing  it. 

I  appreciate  the  gentleman  yielding. 

Mr.  Smith  of  Texas.  Dr.  Greenspan,  I  would  like  to  go  on  with 
my  questions.  You  have  repeatedly  today  praised  a  deficit  reduction 
plan  that  achieved  a  balanced  budget  by  the  year  2000  and  then 
continued  to  keep  the  budget  in  balance. 

I  take  it,  then,  that  you  think  that  that  plan  is  better  for  the 
economy  and  better  for  American  families  than  the  administra- 
tion's plan  which  would  leave  $200  billion  deficits  intact  year  after 
year  until  2002. 

Mr.  Greenspan.  As  best  I  can  judge,  the  administration  is  aware 
of  the  necessity  of  bringing  the  budget  deficit  down  and  the  advan- 
tages thereof. 

I  don't  think  it  is  productive  for  me  to  discuss  various  different 
programs. 

Mr.  Smith  of  Texas.  I  think  the  comparison  is  pretty  clear,  and 
I  will  let  your  statement  speak  for  itself.  That  you  think  that  bal- 
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ancing  the  budget  by  the  year  2002  is  better  than  not  balancing  the 
budget.  OK. 

Second  question  is,  the  administration  has  said  that  additional 
deficit  reduction  beyond  what  they  have  proposed,  which  leaves  the 
deficit  at  $200  billion  a  year,  might  undermine  the  current  econ- 
omy or  even  lead  to  recession. 

Do  you  agree  with  that? 

Mr.  Greenspan.  I  am  not  at  all  involved  in  looking  at  those  cycli- 
cal characteristics  of  the  American  economy.  I  don't,  for  one  mo- 
ment, believe  that  if  we  go  to  a  balanced  budget  and  stay  there, 
in  general,  that  the  business  cycle  will  be  repealed. 

All  of  the  focus  that  I  have  endeavored  to  direct  today  has  been 
on  long-term  trends,  and  I  would  say  emphatically  that  whatever 
the  cyclical  effects  are,  that  the  longer-term  economic  outlook  for 
this  country  is  materially  improved  if  we  bring  down  the  deficit. 

Mr.  Smith  of  Texas.  I  appreciate  that.  Also,  do  you  think  that 
the  regulatory  reform  and  the  tort  reform  that  has  been  proposed 
in  the  House  will  help  the  economy?  And  will  that  help  offset  some 
of  the  fiscal  drag  that  might  occur  because  of  the  cut  in  spending? 

Mr.  Greenspan.  Congressman,  I  am  not  sufficiently  informed  on 
the  details  of  either  of  those  bills.  I  would  just  say,  in  general,  that 
reducing  the  degree  of  regulation  in  the  system,  in  my  judgment, 
will  improve  the  growth  rate  of  productivity. 

Mr.  Smith  of  Texas.  I  appreciate  that  answer,  and  that  is  also 
the  answer  I  was  looking  for. 

Let  me  read  you,  from  the  Wall  Street  Journal  today,  the  lead 
editorial,  which  you  may  have  seen.  I  am  going  to  read  the  last 
sentence  from  the  lead  editorial,  and  ask  you  if  you  would  com- 
ment. 

It  says: 

If  the  Fed  were  instructed  to  protect  the  value  of  the  dol- 
lar and  leave  growth  to  other  policy  levers  such  as  tax  pol- 
icy, it  would  be  a  great  boon  not  only  to  Americans  who 
earn  dollars  but  to  a  world  financial  system  looking  for 
some  beacon  of  stability. 

Mr.  Greenspan.  Congressman,  I  have  always  supported  those 
who  thought  that  the  central  bank  of  the  United  States  should  be 
directed,  as  its  primary  goal,  to  maintain  the  stability  of  prices  and 
the  value  of  our  currency. 

I  think  that  that  would  be  an  important  improvement  on  how 
we,  as  a  central  bank,  behave.  It  is  a  very  complex  issue.  I  don't 
want  to  oversimplify  it,  and  I  do  want  to  communicate  to  you  that 
I  am  not  speaking  for  all  of  the  members  of  the  Federal  Reserve 
Board  or  the  Federal  Open  Market  Committee  in  saying  that  there 
are  differences  of  views.  In  my  judgment,  they  are  healthy  dif- 
ferences of  views  on  a  very  critical  issue. 

Mr.  Smith  of  Texas.  I  understand.  Dr.  Greenspan,  just  once 
again,  I  want  to  summarize  what  I  have  heard  you  say  today.  And 
that  is,  in  general,  you  think  that  regulatory  reform  and  tort  re- 
form would  improve  the  economy.  In  general,  you  think  that  bal- 
ancing the  budget  by  the  year  2002  is  better  than  not  balancing  the 
budget,  which  is  what  the  President  has  proposed. 
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And  that  you  think  that  it  is  unlikely  that  leaving  the  deficit  at 
$200  billion  year  after  year  until  the  year  2002  is  going  to  under- 
mine the  economy. 

Is  that  a  fair  statement? 

Mr.  Greenspan.  Well,  I  just  want  to  stipulate  that,  in  my  judg- 
ment, the  reduction  of  the  budget  deficit  significantly  and  eliminat- 
ing it  by  the  year  2002  would  be  very  favorably  responded  to  by 
the  financial  markets.  I  think  the  economy  would  do  significantly 
better. 

I  don't  wish  to  comment  on  what  I  think  an3^hing  short  of  that 
will  do.  That  becomes  a  very  complex  evaluation. 

Mr.  Smith  of  Texas.  I  appreciate  your  answer,  Dr.  Greenspan. 
Thank  you. 

Chairman  Kasich.  The  gentleman  from  Massachusetts,  Mr. 
Giver. 

Mr.  Olver.  Thank  you  very  much,  Mr.  Chairman.  I  would  like 
to  return  for  a  couple  of  minutes  to  a  question  which  the  distin- 
guished chairman  asked  earlier. 

He  had  asked  to  Mr.  Greenspan  what  would  be  a  credible  plan 
of  fiscal  restraint,  and  you  answered  so  concisely  that  it  almost  ap- 
peared that  you  had  known  that  that  question  was  coming  up. 

So  concisely,  that  it  was  to  reduce  the  deficit  to  zero  by  the  year 
2002,  and  then  to  keep  it  close  to  that.  Close  to  that,  I  think  that 
was  what  you  said. 

Mr.  Greenspan.  That  is  correct. 

Mr.  Olver.  It  shows  a  certain  amount  of  flexibility  and  the  flexi- 
bility is  really  what  I  would  like  to  examine. 

There  was  a  period  of  time  in  our  history,  going  back  into  the 
late  1940's  and  1950's,  and  even  into  the  1960's,  when  for  some 
years  there  was  a  budget  surplus,  and  for  some  years  there  was  a 
small  deficit.  There  was  never  more  than  probably  plus  or  minus 
$10  billion,  or  some  number  like  that. 

Mr.  Greenspan.  I  remember  when  President  Eisenhower  was 
terribly  chagrined  once,  at  a  news  conference,  where  the  budget 
deficit,  I  think,  was  something  like  $4  billion. 

Mr.  Olver.  Yes.  Yes,  the  deficit  was  $4  billion,  and  he  was  cha- 
grined. 

And  in  fact,  the  total  debt  during  that  period  went  up  very  slowly 
and,  as  a  percent  of  gross  domestic  product,  continued  to  fall.  Fall 
steadily,  from  what  it  had  been  at  the  end  of  the  Second  World 
War. 

We  did  have  business  cycles.  As  you  have  said,  we  are  not  about 
to  repeal  business  cycles,  very  likely. 

Is  that  the  kind  of  flexibility,  the  small  pluses  and  minuses,  and 
if  so,  what  kind  of  percent  of  the  Gross  Domestic  Product  do  you 
think  we  should  be  within,  what  range  of  percent  on  the  positive 
and  negative  side  should  we  be? 

Mr.  Greenspan.  It  depends,  basically,  on  the  stage  of  the  busi- 
ness cycle  we  are  in.  All  I  can  say  to  you  is  that  it  is  a  relatively 
small  number  and  actually  I  think  it  might  not  be  at  all  undesir- 
able to  have  a  chronic  surplus  in  our  accounts. 

Mr.  Olver.  Isn't  that  the  only  way  we  are  ever  really  going  to 
reduce  the  $5  trillion  debt,  that  people  have 
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Mr.  Greenspan.  Sure,  it  is  the  only  way  to  reduce  the  debt  abso- 
lutely. But  more  importantly  is  the  fact  that  since  our  private  sav- 
ing is  so  subnormal  and  creating  great  difficulties  in  our  capital  in- 
vestment accounts,  that  to  have  the  Federal  Grovemment  run  a  sur- 
plus and  contribute  to  that  saving  strikes  me  as  a  valuable  addi- 
tion to  fiscal  policy. 

Mr.  Olver.  You  said  you  would  not  like  to  put  definitive  num- 
bers, and  I  accept  that.  That  is  part  of  the  game,  here,  but  let  me 
try  to  press  a  little  bit  on  that. 

Is  1  percent  of  gross  domestic  product  on  the  surplus  side  or  the 
deficit  side,  given  the  stage  in  the  business  cycle  you  are  in?  Is  that 
a  reasonable  range?  Or  should  it  be  half  a  percent? 

Mr.  Greenspan.  I  would  feel  more  comfortable  with  half  a  per- 
cent. Congressman. 

Mr.  Olver.  You  would  feel  comfortable  with  half  a  percent. 

Mr.  Greenspan.  But  I  don't  want  to  give  you  a  specific  number 
because  I  think  that  the  particular  size  of  the  deficit  depends  on 
a  number  of  things,  and  to  force  it  into  a  specific,  rigid  formula 
does  not  strike  me  as  a  particularly  useful  thing,  except  that  we 
do  not  have  a  culture,  which  we  used  to  have,  of  not  running  chron- 
ic budget  deficits. 

And  if  we  can  create  a  culture  in  which  we  run  chronic  sur- 
pluses, I  think  this  economy  will  do  better. 

Mr.  Olver.  Wouldn't  real  stability  mean  that  you  try,  in  times 
of  really  booming  economy,  that  you  might  run  a  larger  surplus 
and  pay  off  debt?  And  good  stability,  wouldn't  it  also  mean  that  at 
a  time  of  a  poor  economic  cycle,  that  you  might  want  to  go  beyond 
a  half  a  percent  for  a  stimulus  or  something  like  that? 

Mr.  Greenspan.  Or  you  can  basically  have  the  stimulus  by  going 
from  a  large  surplus  to  a  small  surplus.  I  mean,  you  will  get  that, 
too. 

Mr.  Olver.  That  is  a  possibility,  too,  but  if  you  are  always  oper- 
ating at  a  surplus,  then  is  there  not  a  pressure  there  to  ask:  Well, 
why  is  the  government  running  at  a  surplus? 

Mr.  Greenspan.  The  government  is  running  a  surplus  to  aug- 
ment the  saving  of  the  society  and  to  enhance  private  capital  in- 
vestment. 

It  will  not  slow  growth,  on  the  contrary,  it  is  very  likely  to  en- 
hance growth. 

Mr.  Olver.  Thank  you. 

Chairman  Kasich.  The  gentleman's  time  has  expired. 

The  gentleman  from  the  great  State  of  Florida,  Mr.  Miller. 

Mr.  Miller.  Dr.  Greenspan,  thank  you  for  being  here. 

There  are  a  couple  of  statements  that  you  have  made  about 
which  I  was  very  pleased.  One  was  that  you  are  now  a  believer 
that  we  are  going  to  be  balancing  this  budget.  That  you  feel  that 
there  are  enough  credible  statements  out  there,  not  just  from  Mr. 
Kasich  and  others,  and  it  wasn't  just  campaign  rhetoric  that  we 
were  talking  about  last  fall.  That  we  really  are  serious  about  going 
about  this  balancing  the  budget. 

Next  week,  we  are  going  to  be  doing  a  recision  package  on  the 
floor  of  the  House,  which  is  one  of  the  many  steps  along  the  direc- 
tion of  balancing  that  budget. 
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I  am  really  glad  that  you  feel  that  the  message  is  out  that  we 
are  serious  about  accomplishing  that  goal. 

The  other  thing  is,  and  it  has  been  repeated  is,  the  startling  im- 
pact that  this  is  going  to  have.  I  want  to  try  and  relate  that  star- 
tling impact  back  to  what  our  chairman  brought  up.  How  to  relate 
that  to  Joe  Six-Pack,  the  guy  back  home,  because  everyone  wants 
to  do  that,  relating  it  back  to  the  individual. 

At  a  town  hall  meeting  back  in  Bradenton,  a  couple  of  weeks  ago, 
one  lady  was  standing  up  and  pleading,  don't  cut  the  National  En- 
dowment for  the  Arts,  and  she  held  up  two  postage  stamps.  That 
is  how  she  related  it  to  the  individual. 

"It  is  only  a  cost  of  two  postage  stamps  for  the  National  Endow- 
ment for  the  Arts,  don't  cut  that." 

I  saw  an  interesting  little  presentation  yesterday  about  the  aver- 
age debt  for  every  American  of  our  debt  is  $19,000  for  every  man, 
woman,  and  child  in  the  United  States.  Under  our  glide  path,  if  we 
go  out  to  year  2012,  the  average  debt  will  be  about  $30,000,  that 
is  if  we  balance  in  2002. 

If  we  go  the  plan,  and  I  know  there  is  a  lot  of  suggestions  as  to 
how  you  get  to  2012,  but  under  the  Clinton  plan  it  would  be  like 
$50,000  per  individual.  That  is  a  dramatic  difference.  To  have  a 
$30,000  debt  per  person,  versus  $50,000. 

I  want  to  try  to  relate  it.  Would  you  go  over  that  again  and  de- 
scribe it?  How  did  that  affect  that  Joe  Six-Pack,  that  guy  back 
home? 

I  mean,  real  living,  I  understand  that.  The  standard  of  living  and 
such.  How  does  that  relate  to  that  person  5  years,  or  10  years,  or 
our  children?  That  is  what  we  are  really  talking  about. 

You  can  tell  it  better.  We  are  going  to  make  some  tough  choices, 
as  you  know. 

Mr.  Greenspan.  First  of  all.  Congressman,  one  of  the  very  dif- 
ficult problems  you  always  have  is,  don't  cut  X.  And  if  you  look  at 
X  by  itself,  I  don't  see  any  reason  why  you  would  want  to  cut  it. 
In  fact,  it  has  been  the  good  judgment  of  the  Congress  to  create 
Program  X,  and  the  reason,  presumably,  it  was  a  good  idea. 

The  difficulty  that  we  have  is,  there  are  too  many  good  ideas, 
and  you  get  to  the  same  issue  which  an  average  household  runs 
against,  there  are  numbers  of  things  that  they  would  like  to  do  but 
there  is  a  limit. 

I  hate  to  use  household  analogies  for  the  complexity  of  the  Fed- 
eral Government.  The  household  can't  print  its  own  money,  and 
that  is  a  big  difference. 

But  there  is  this  issue  of  allocation.  That  is,  just  when  you  say, 
"Let's  continue  Program  X,"  then  it  is  relative  to  what?  I  mean,  do 
you  cut  Program  Y?  And  if  you  don't  cut  Program  Y  or  Z  or  A  or 
B,  you  are  living  beyond  your  means  and  you  get  very  significant 
negative  effects. 

In  the  short  run,  resolving  this  issue,  as  I  indicated  earlier,  is 
going  to  mean  long-term  interest  rates  will  fall,  mortgage  interest 
rates  will  come  down  significantly.  We  will  go  through  the  capabil- 
ity that  we  had  in  1993,  where  you  could  have  significant  ability 
to  refund  mortgages,  to  increase  your  cash-flow,  indeed,  bringing 
down  the  whole  structure  of  mortgage  costs  will  free  up  a  lot  of 
cash  for  other  things. 
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More  importantly,  as  I  indicated  earlier,  if  productivity  acceler- 
ates, which  I  think  it  would  under  a  balanced  budget  scenario,  it 
very  likely  means  that  instead  of  everyone  having  this  very  con- 
cerned view  about  where  our  children  will  be  in  the  year  2020  or 
2030,  with  respect  to  standards  of  living,  that  will  change.  Because 
it  will  become  apparent  that  the  issue  of  each  generation  going 
lower,  which  is  a  regretably  major  concern  of  too  many  Americans, 
will  hopefully  dissolve. 

And  the  general  view  of  the  future,  which  has  taken  a  sharp  hit, 
I  might  add,  in  part,  because  we  have  had  a  dispersion  of  income 
which  has  accompanied  the  technological  changes  that  we  have 
seen  over  the  years,  I  suspect  that  that,  too,  will  become  less  of  a 
problem  in  a  noninflationary  environment  with  real  incomes  rising 
or  accelerating,  and  even  if  we  do  have  dispersion,  everyone  will 
participate,  ^^^ereas  now,  there  is  too  large  a  segment  of  our  soci- 
ety which  feels  it  is  not  participating  at  all,  for  good  reason. 

Mr.  Miller.  Thank  you. 

Chairman  Kasich.  The  gentleman's  time  has  expired. 

The  gentleman  from  Mississippi,  Mr.  Parker. 

We  could  entertain  a  unanimous  consent  to  make  the  Chairman 
a  member  of  this  committee  when  we  are  voting,  if  anybody  wants 
it.  Gro  ahead. 

Mr.  Parker.  Thank  you,  Mr.  Chairman. 

Chairman  Greenspan,  I  have  got  one  question,  and  it  is  a  short 
question.  The  impression  that  I  got  from  you  was  that  you  felt  the 
markets  were  very  concerned  about  the  will  of  Congress  when  the 
balanced  budget  amendment  was  defeated,  is  that  right? 

Mr.  Greenspan.  I  don't  know  for  sure.  All  I  do  know  is  that  the 
nature  of  the  decline  in  the  exchange  rate  at  that  time  suggested 
that  it  was  for  other  than  interest  rate  reasons,  which  means  effec- 
tively a  longer-term  view  of  the  stability  of  the  currency. 

And  all  I  can  tell  you  with  regard  to  that  is  a  lot  of  market  com- 
mentators did  say  that  that  particular  problem  that  emerged  with 
the  defeat  of  the  balanced  budget  amendment  raised  concerns 
about  the  willingness  on  the  part  of  Congress  to  persevere  in  bring- 
ing the  budget  deficit  down. 

I  am  merely  referring  to  what  commentators  in  the  markets  were 
saying  at  the  time. 

Mr.  Parker.  But  you  have  not  shared  that  feeling  with,  let's  say. 
Senator  Hatfield. 

[Laughter.] 

Mr.  Greenspan.  No,  I  have  not. 

Mr.  Parker.  Do  you  want  us  to  set  up  a  meeting? 

[Laughter.] 

Mr.  Greenspan.  I  assume  that  was  a  rhetorical  question,  Con- 
gressman. 

Mr.  Parker.  Yes. 

Mr.  POMEROY.  Will  the  gentleman  yield? 

Mr.  Parker.  Yes. 

Mr.  POMEROY.  I  thank  the  gentleman  for  yielding. 

Mr.  Chairman,  I  knew  when  that  amendment  went  down  that 
the  majority  would  seek  to  blame  the  Democratic  Party  for  every- 
thing wrong  from  that  point  on.  And  I  got  to  give  them  credit,  they 
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didn't  wait  long,  and  give  them  a  very  high  chutzpah  awards  for 
their  efforts  this  morning. 

In  point  of  fact,  the  majority  party's  program  in  this  Congress  is 
to  begin  with  a  $200  billion  tax  cut,  notwithstanding  this  terrible 
deficit  situation  that  we  have  in  our  economy.  That  has  been  very, 
very  well  publicized  and  is  well  know. 

I  would  strongly  suggest,  Mr.  Chairman — I  would  like  your  re- 
sponse— that  if  there  is  a  sense,  a  lack  of  confidence  in  foreign  cur- 
rency markets  about  our  will  to  balance  the  budget,  it  might  be  re- 
latea  to  the  $200  billion  tax  cut  of  the  Contract  For  America,  not 
a  sophisticated  understanding  of  the  constitutional  amendment 
process  that  would  involve  the  amendment,  should  it  have  come 
out  of  Congress,  going  to  the  States,  and  on  a  7-year  march  toward 
ratification. 

I  mean,  the  here  and  now  isn't  the  7-year  ratification  issue  sur- 
rounding the  balanced  budget.  It  is  the  $200  billion  tax  cut  that 
will  be  on  the  floor  of  the  House  in  2  weeks. 

You  have  indicated  earlier  today  that  that  wouldn't  be  your  first 
priority  in  trying  to  get  our  economic  house  in  order.  Might  that 
also  be  a  consideration  in  foreign  currency  markets? 

Mr.  Greenspan.  Let  me  say 

Mr.  Parker.  Reclaiming  my  time,  before  you  answer  that  ques- 
tion, Mr.  Chairman,  as  a  very  strong  supporter  of  the  balanced 
budget  amendment,  we  also  have  to  look  at  it  from  the  standpoint 
that  the  balanced  budget  amendment  was  defeated  and  was  a  real 
defeat,  whereas  any  proposed  tax  cut  has  not  come  forward  yet.  So 
we  don't  know  what  effect  that  is  going  to  have,  even  though  I 
agree  that  I  don't  really  care  about  seeing  the  tax  code  changed — 
I  would  like  to  see  deficit  reduction  more  than  anything  else,  but 
I  will  accept  whatever  we  have  to  get  as  far  as  a  consensus.  So  I 
would  like  you  to  address  that  from  that  standpoint. 

Mr.  Greenspan.  Well,  let  me  respond  to  you.  Congressman.  Let 
me  say  first  that  I  have  not  supported  the  balanced  budget  amend- 
ment, so  I  am  not  saying  basically  that  it  should  have  been  done 
and  that  I  am  concerned  that  it  wasn't  and  that  it  had  "X"  effect. 

I  am  saying  to  you  that  my  initial  response  was  that  I  was  sur- 
prised how  the  markets  responded  to  that.  It  is  not  an  issue  of  the 
balanced  budget  amendment,  per  se.  It  is  an  issue  of  a  reflection 
that  has  emerged  about  our  willingness  to  pare  the  basic  deficit. 

My  own  judgment,  as  I  indicated  previously,  talking  to  the  lead- 
ership of  this  Congress  privately  and  people  in  the  administration, 
that  there  is  a  very  strong  understanding  of  the  need  to  bring  the 
deficit  down,  and  I  think  there  is  very  considerable  support  out 
there.  I  have  been  in  government  on  and  off  for  over  20  years,  and 
I  don't  recall  a  degree  of  perseverance  to  come  to  grips  with  this 
issue  as  I  see  today.  I  hope  I  am  right. 

Mr.  POMEROY.  Although  a  $200  billion  tax  cut  seems  inconsist- 
ent  

Chairman  Kasich.  The  gentleman's  time  has  expired.  I  am  sorry. 
If  the  gentleman  wants  to  respond  to  Mr.  Parker,  he  can,  but  that 
is  it.  Thank  you. 

The  gentleman  from  Michigan,  Mr.  Smith. 

Mr.  Smith  of  Michigan.  Two  questions  I  have,  and  I  will  try  to 
be  brief  in  my  questions  and  I  would  just,  in  comment  from  the  last 
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comment  from  the  other  side — ^there  are  some  of  us  that  were  con- 
cerned a  year-and-a-half  ago  when  we  had  what  some  called  the 
largest  tax  increase  in  history  and  we  used  a  portion  of  that  tax 
increase  to  lower  overspending  to  some  degree  that  are  now — those 
some  of  us  are  now  convinced  that  we  should  be  looking  at  some 
tax  reductions  to  compensation  for  that  tax  increase,  which  you 
have  testified  in  the  past  is  not  a  good  way  to  reduce  deficits. 

Now,  some  of  us,  in  addition  to  looking  for  some  good  economic 
stimulus  ways  to  reduce  that  tax  increase  that  we  had  a  year-and- 
a-half  ago,  are  willing  to  have  the  kind  of  spending  cuts  necessary 
to  result  in  an  even  greater  glide  path  toward  that  balanced  budget 
in  the  year  2000. 

I  guess  if  I  am  going  to  phrase  this  in  a  question,  would  you  pre- 
fer to  have — and  I  think  it  is  very  important  because  we  have 
talked  about  the  importance  of  deficit  reduction  to  the  economy, 
but  I  think  it  is  important  to  talk  about  how  we  achieve  that  deficit 
reduction.  Achieving  that  deficit  reduction — this  becomes  a  ques- 
tion of  limiting  spending  to  achieve  a  balanced  budget  and  reducing 
the  deficit  or  increasing  taxes  to  achieve  that  goal. 

Mr.  Greenspan.  I  have  testified  previously  that  I  would  like  to 
see  the  deficit  reduced  from  the  expenditure  side  because  over  the 
long  run,  if  we  project  from  where  we  are,  the  rate  of  expenditure 
is  rising  faster  than  the  tax  base  is  rising,  and  that  is  an  unstable 
situation  over  the  long  run.  There  is  no  alternative,  if  long-term 
stability  and  a  long-term  balanced  budget  are  the  goals,  to  bringing 
down  the  growth  of  spending  at  least  to  the  rate  of  growth  and,  of 
course,  to  the  level  of  the  tax  base. 

So  it  is  not  an  issue  of  a  choice  of,  over  the  long  run,  can  you 
balance  the  budget  from  the  tax  side,  for  example.  I  know  in  the 
short  run  there  are  technical  ways  of  raising  taxes  which  I  would 
not  support,  but  arithmetically,  over  the  long  run,  that  is  not  pos- 
sible. So  I  am  basically  saying  that  since  the  long-term  issue  of  get- 
ting a  balanced  budget  is  so  crucial,  I  would  go  right  at  the  expend- 
iture side  because  you  are  going  to  have  to  get  the  vast  majority 
if  not  all  of  the  reduction  from  the  expenditure  side  if  you  want  to 
bring  the  rate  of  growth  of  spending  down  to  the  rate  of  growth  of 
the  tax  base,  and  I  must  say  also  to  the  level  of  the  tax  base. 

Mr.  Smith  of  Michigan.  And  if  you  were  choosing  between  the 
better  of  two  amendments  or  policy,  would  you  go  for  spending  lim- 
itations as  far  as  the  guiding  policy  of  the  Federal  Government  or 
toward  simply  a  balanced  budget? 

Mr.  Greenspan.  Well,  I  don't  want  to  get  involved  in  the  com- 
position of  how  you  get  there.  My  concern  is  just  getting  the  deficit 
eliminated. 

Mr.  Smith  of  Michigan.  Let  me  switch  to  the  Federal  Reserve 
operating  under  a  consistent  policy  to  stabilize  the  dollar,  and  I  as- 
sume that  is  a  policy,  but  what  I  don't  understand,  and  help  me 
understand,  Mr.  Chairman — with  our  currency  going  down  in  value 
in  relation  to  other  countries  such  as  Japan  and  Germany,  while 
at  the  same  time  our  dollar  is  increasing  in  value  for  many  other 
countries  around  the  world,  including  our  two  largest  trading  part- 
ners, Canada  and  Japan,  how  do  you  deal  with  that  consistent  pol- 
icy? 
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Mr,  Greenspan.  Well,  it  is  true  that  on  a  full  trade-weighted 
basis  the  decline  in  the  dollar  is  less  when  you  take  in  all  of  the 
other  currencies.  However,  we  are  involved  very  importantly  as  a 
major  international  financial  service  supplier.  A  large  number  of 
our  jobs,  for  example,  are  financial  services  in  the  international 
area,  and  as  a  consequence  of  that  it  is  terribly  important  that  we 
maintain  the  importance  of  the  American  dollar  as  the  key  inter- 
national trading  and  financial  instrument. 

While  there  is  no  doubt  that  when  you  bring  all  of  the  other  cur- 
rencies in,  the  direct  impact  on  the  United  States  from  the  point 
of  view  of  how  it  affects  our  import  prices,  for  example,  and  there- 
fore the  direct  effect  on  certain  internal  prices,  that  is  not  unimpor- 
tant, but  it  is  terribly  important  that  we  maintain  a  degree  of  sta- 
bility against  the  major  currencies  in  the  world  because  if  we  fail 
to  do  that,  we  will  have  impacts  in  the  United  States  which  I  think 
are  wholly  undesirable.  As  I  have  said  previously,  the  important 
global  status  of  the  American  dollar  is  a  very  important  value  for 
the  United  States,  per  se. 

Mr.  Smith  of  Michigan.  Thank  you. 

Chairman  KaSich.  The  gentleman's  time  has  expired. 

The  gentlelady  from  California,  Ms.  Roybal-Allard. 

Ms.  Roybal-Allard.  Mr.  Greenspan,  Laura  Tyson  of  the  Presi- 
dent's Council  of  Economic  Advisors  argued  that  there  are  limits  to 
the  amount  of  deficit  reduction  which  our  economy  is  capable  of 
withstanding  without  hurting  our  Nation's  economic  growth.  She 
also  argued  that  an  overzealous  approach  to  deficit  reduction  will 
force  down  aggregate  demand  and  even  depress  private  savings. 

As  a  result,  she  suggests  that  the  deficit  should  be  reduced 
through — and  these  are  the  words  that  she  used — prudent  and  con- 
servative methods  so  that  in  the  long  run  deficit  reduction  will  free 
up  funds  for  more  private  investments.  Could  you  comment  on 
that? 

Mr.  Greenspan.  Yes.  I'm  not  sure  that  in  a  specific  context  we 
would  disagree,  although  I  think  that  if  she  believes  that  it's  not 
possible  or  desireable  to  go  to  a  zero  deficit  by  2002  I  would  dis- 
agree with  her.  I  must  say  that  it's  rare  that  we  disagree.  I  find 
her  views  surprisingly  consistent  and  I  find  myself  usually  in  con- 
siderable support  of  her. 

I'm  not  concerned  in  the  slightest  that  our  political  system  will 
overdo  deficit  reduction.  I  have  been  around  tnis  town  too  long  to 
hold  that  as  a  deep-seated  fear.  As  a  Congressman  mentioned  ear- 
lier, last  year  I  said  I  don't  stay  up  at  night  worrying  about  that, 
and  there's  very  good  reason,  because  there's  no  reason  to  stay  up 
and  worry  about  it.  It's  not  something  that  is  likely  to  be  a  concern. 

I  do  think,  nonetheless,  as  I  said  previously,  that  there  is  a  dif- 
ferent attitude  that  I  sense  in  the  last  year  or  two,  and  especially 
in  the  last  few  months,  which  I  have  not  seen  in  a  very  long  period 
of  time.  It  has  not,  however,  gotten  to  the  point  where  it  keeps  me 
awake  that  it's  going  to  be  overdone. 

Ms.  Roybal-Allard.  I  want  to  get  back  to  the  issue  of  flexibility. 
In  the  Banking  Committee,  where  I  sit,  you  testified  that  control- 
ling inflation  and  dampening  economic  fluctuations  are  formidable 
challenges  for  both  fiscal  and  monetary  policies.  You  also  argued 
that  policy  flexibility  is  key  in  order  for  Congress,  the  administra- 
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tion,  and  the  Federal  Reserve  to  promote  the  goals  of  maximum 
emplojmient,  price  stability,  and  moderate  long-term  interest  rates. 

Would  a  law,  such  as  a  constitutional  amendment  requiring  a 
balancing  of  the  budget,  limit  our  ability  to  dampen  economic  fluc- 
tuations when  the  economy  is  slowing  down? 

Mr.  Greenspan.  Well,  one  of  the  reasons  that  I  felt  uncomfort- 
able with  the  amendment,  although  I  must  say  that  I'm  less  con- 
cerned about  that  issue  than  most  of  the  people  who  are  against 
the  balanced  budget  amendment,  was  the  enforcement  nature  of 
what  would  be  required  to  do  it. 

If  we  do  have  a  balanced  budget  amendment  and  you  are  con- 
cerned about  that  particular  issue,  the  way  you  resolve  it  is  that 
you  tend  to  have  chronic  surpluses,  so  that  in  the  event  that  you're 
at  a  cyclical  peak  and  you  have  a  significant  surplus,  and  you  think 
that  some  fiscal  stimulus  is  required,  you  can  obtain  that  by  mere- 
ly reducing  the  surplus  from  a  large  surplus  to  a  small  surplus. 
You  still  are  not  in  violation  of  the  balanced  budget  amendment 
and  you  have  the  type  of  stimulus  that  you  need.  It's  not  that  issue 
of  the  balanced  budget  amendment  that  I'd  be  concerned  about. 

Ms.  Roybal-Allard.  But  since  we're  currently  in  a  budget  deficit 
situation,  what  would  be  the  effect  of  having  a  balanced  budget 
amendment? 

Mr.  Greenspan.  Do  you  mean  if  it  were  effective  as  of  now? 

Ms.  Roybal-Allard.  Yes. 

Mr.  Greenspan.  And  the  so-called  three-fifths  majority  was  not 
invoked  by  the  Congress? 

Ms.  Roybal-Allard.  Yes. 

Mr.  Greenspan.  I  would  say  you  have  a  very  tough  enforcement 
problem. 

Ms.  Roybal-Allard.  Do  I  have  time  for  one  more? 

Mr.  HOBSON.  You  have  about  30  seconds. 

Ms.  Roybal-Allard.  Yesterday,  there  were  several  economists 
that 

Mr.  HOBSON.  I'm  sorry,  the  gentlelad/s  time  has  expired. 

Ms.  Roybal-Allard.  OK,  I'll  save  it. 

Mr.  HOBSON.  The  gentleman  from  Ohio,  Mr.  Hoke. 

Mr.  Hoke.  Thank  you,  Mr.  Chairman,  and  Dr.  Greenspan,  thank 
you  for  being  here.  Your  testimony  and  presentations  to  this  com- 
mittee are  always  provocative  and  enlightening  and  bring  it  to  a 
much  higher  intellectual  plane  than  we  are  used  to  dealing  on,  so 
we  really  appreciate  it. 

By  the  way,  I'd  point  out  that  if  the  balanced  budget  amendment 
that  did  not  get  passed  in  the  Senate,  with  respect  to  the  enforce- 
ment mechanisms,  and  I  think  you're  right,  it  still  would  have  not 
taken  effect  until  2002,  so  you  still  have  presumably  with  people 
in  Congress  that  are  committed  to  reducing  the  deficit  and  bal- 
ancing the  budget,  you  wouldn't  have  the  draconian  consequences 
that  you're  suggesting. 

I  have  two  questions  that  I  wanted  to  ask.  The  first  one  has  to 
do  with  Mexico.  You  have  been  an  outspoken  proponent  and  advo- 
cate of  bailing  out  the  Mexican  peso,  to  the  tune  now  of,  I  would 
say,  a  down  payment  of  $50  billion,  most  of  which  comes  from  the 
United  States  taxpayers.  Do  you  think  that  given  the  recent  plunge 
of  the  dollar,  vis-a-vis  the  other  major  currencies,  and  I  haven't 
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seen  anybody  calculate  it  but  I've  got  to  believe  it's  a  multi-trillion 
dollar  plunge  when  you  compare  all  of  our  dollars  to  other  cur- 
rencies. Do  you  have  any  second  thoughts  about  the  policy  with  re- 
spect to  the  peso  or  maybe  better  put,  what  exactly  has  gone 
wrong? 

Mr.  Greenspan.  Well,  first  of  all,  the  answer  is  no,  I  do  not  be- 
cause I  don't  think  they  are  related.  I  do  not  deny 

Mr.  Hoke.  You  don't  think  there's  any  relationship? 

Mr.  Greenspan.  I  was  about  to  say,  I  do  not  deny  that  there's 
probably  some  concern  in  the  financial  markets  that  our  involve- 
ment with  Mexico  is  a  factor  which  has  had  some  negative  effects 
on  the  dollar.  Part  of  that  is  that  there  is  a  fear  about  the  nature 
of  our  commitment  which,  from  what  I  understand  the  nature  of 
our  commitment  is,  is  overblown. 

My  original  judgment  with  respect  to  the  necessity  of  doing 
something  was  an  awareness  of  tne  fact  that  there  is  no  bank- 
ruptcy court  for  sovereign  nations.  And  with  the  new  global  finan- 
cial system,  if  there  was  a  default  on  the  part  of  Mexico,  the  impact 
that  that  would  have  both  in  Latin  America,  and  elsewhere  around 
the  world  and  indirectly  through  the  United  States,  indicated,  in 
my  judgment,  that  despite  the  problems  which  I  have  with  the  type 
of  arrangements  we're  involved  with,  and  I  think  there  is  moral 
hazard  problem,  I  don't  like  that  sort  of  thing 

Mr.  Hoke.  I  understand. 

Mr.  Greenspan.  It's  the  least  worst  type  of  adjustment  to  enable 
them,  that  is  the  Mexicans,  to  do  what  is  required  to  get  over  this 
inflation  bubble  which  they've  created. 

Mr.  Hoke.  I  understand  that.  Dr.  Greenspan,  but  couldn't  you  in- 
terpret this  rather  stunning  devaluation  of  the  United  States  dollar 
as  being  a  realignment  in  the  world  monetary  market's  thinking 
that  now  the  dollar  is  aligned  with  the  peso  and  with  other  hemi- 
spheric currencies?  I  mean,  this  is  clearly  what's  happened. 

And  you  just  said,  not  10  minutes  ago,  if  we  fail  to  maintain  the 
value  of  the  dollar  in  relation  to  the  other  major  currencies,  that 
will  have  a  major  negative  impact  on  our  economy. 

Mr.  Greenspan.  Let  me  say  why  I  don't  believe  that.  It's  an 
issue  of  scale.  Neither  the  Mexican  economy  and  its  financial  sys- 
tem, nor  the  more  sophisticated  Canadian  system,  is  large  enough 
to  have  really  significant  impacts.  Remember  that  up  until  very  re- 
cent days  it  didn't  have  any  material  impact. 

The  decline  that  occurred  in  the  exchange  rate  prior  to  the  early 
days  of  this  month  was  basically  in  line  with  a  change  in  interest 
rates  which  occurred  because  of  the  slowing  in  the  economy,  and 
I  must  say  partly,  as  the  people  in  the  marketplace  tell  me,  of  re- 
marks that  I  made  a  couple  of  weeks  ago,  which  I  thought  the  mar- 
ket response  was  a  little  bit  startling.  It  led  me  to  conclude  that 
Fedspeak  may  be  more  obscure  than  it  should  be  at  certain  times. 

There  is  no  evidence  in  any  of  this,  that  I  can  find,  that  Mexico 
is  a  crucial  player. 

Mr.  Hoke.  I  see  my  time  is  expired  and  I'd  really  like  to  explore 
this  with  you  further, 

Mr.  HOBSON.  The  gentleman  from  North  Dakota,  Mr.  Pomeroy. 

Mr.  Pomeroy,  Thank  you,  Mr,  Chairman,  I  congratulate  the  gen- 
tleman from  Ohio  for  very  interesting  questions. 
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Mr.  Chairman,  our  chairman  is  in  a  difficult  spot  right  now.  He 
is  charged  by  the  Speaker  of  coming  up  with  a  balanced  budget  by 
2002  and  a  way  to  finance  a  $200  billion  tax  cut  that  we'll  be  con- 
sidering in  a  couple  of  weeks.  In  light  of  those  pressures,  if  dy- 
namic scoring  at  the  Congressional  Budget  Office  didn't  look  good 
before,  it  sure  looks  good  now.  We  had  a  hearing  on  it,  and  I  com- 
mended the  chairman  at  that  time  for  holding  that  important  hear- 
ing and  you  for  your  testimony. 

I  want  to  quote  to  you  from  your  testimony  and  ask  you  if  it  still 
reflects  your  position: 

The  estimation  of  full  dynamic  effects  require  a  model 
that  both  captures  micro  and  macroeconomic  processes  and 
produces  reliable  long-run  forecasts  of  economic  outcomes. 
Unfortunately,  no  such  model  exists. 

I  specifically  asked  you  at  that  hearing  when  we  might  get  such 
a  model.  You  replied,  with  great  clarity,  "Not  in  my  lifetime."  Is 
that  still  your  position? 

Mr.  Greenspan.  Probably  not  in  yours,  either. 

[Laughter.] 

Mr.  POMEROY.  Moving  precipitously  into  a  dynamic  scoring  at  the 
Congressional  Budget  Office  would  tend  to  seriously  undermine  the 
integrity  with  which  the  financial  world  views  its  scoring  of  con- 
gressional policy  considerations,  correct? 

Mr.  Greenspan.  I  would  just  merely  repeat  what  I  said  the  pre- 
vious time  I  was  here.  You  quoted  me  correctly  and  my  concern 
would  be  that  while  there's  a  great  deal  to  be  said  for  improving 
the  scoring  procedures  that  we're  involved  with,  and  we're  doing 
that  all  the  time,  it  is  crucially  important  that  the  scoring  be  credi- 
ble to  the  financial  markets. 

Even  if  you  go  to  a  terribly  sophisticated  and  correct  set  of  scor- 
ing procedures,  if  it  has  not  been  communicated  in  a  manner  which 
makes  it  credible  to  the  financial  markets,  it  will  be  a  negative  to 
the  whole  budget  process. 

Mr.  PoMEROY.  The  final  question  I  would  have,  Mr.  Chairman, 
involves  a  suggestion  that  I  heard  from  the  other  side  that  we  may 
need  to  evaluate  interest  rates  to  address  the  fall  of  the  dollar  with 
the  notion  toward  raising  them  further.  I  believe  that  that  ap- 
proach would  be  completely  wrong.  I  think  interest  rates  have  been 
raised  too  high.  I  think  the  last  .5-percent  bump  was  simply  not 
justified. 

And  the  havoc  with  which  it  has  wreaked,  particularly  in  rural 
America,  where  you've  got  individual  farmers  trying  to  make  a  go 
of  it  through  heavily  leveraged  operations,  has  been  absolutely  ru- 
inous. And  so  I  would  certainly  encourage  you,  for  my  part,  not  to 
raise  those  interest  rates  any  higher.  And  we  look  forward  to  the 
day  where  they  start  to  come  down  again. 

I  yield  back  the  balance  of  my  time. 

Mr.  HoBSON.  The  gentleman  yields.  The  gentleman  from  Kansas, 
Mr.  Brownback. 

Mr.  Brownback.  Thank  you  very  much.  Thank  you  very  much 
for  being  here,  Mr.  Chairman. 

Some  of  us  not  only  want  to  get  the  deficit  down  and  balance  the 
budget  to  zero,  some  of  us  want  to  pay  down  on  the  debt.  Let's 


151 

dream  here  a  little  bit.  Let's  say  we  could  get  to  zero,  balance  the 
budget,  and  start  to  pay  down  on  the  debt  by  the  year  2002,  maybe 
2003.  What  would  be  the  reaction  in  the  markets?  What  would  you 
perceive  could  happen  if  we  could  even  start  to  pay  down  on  the 
debt? 

Mr.  Greenspan.  Well  Congressman,  paying  down  the  debt  obvi- 
ously means  we  run  into  a  chronic  surplus,  and  if  that  appears  to 
be  the  new  culture  of  the  American  government,  I  think  the  finan- 
cial markets  would  be  very  positively  disposed  toward  dollar  de- 
nominated assets  around  the  world. 

Mr.  Brownback.  Do  you  think  we  would  create  a  fiscal  drag, 
that's  been  talked  about  so  much,  if  we  start  to  run  $100  billion 
surpluses,  to  start  paying  down  the  debt? 

Mr.  Greenspan.  Well,  I  don't  want  to  indicate  any  particular 
numbers,  but  I  don't  think  that  fiscal  drag  is  as  big  a  problem  as 
we  used  to  believe  in  our  econometric  101  classes.  Markets  are  now 
far  more  flexible.  And  what's  far  more  important,  we  are  starting 
from  levels  of  long-term  interest  rates  which  embody  very  substan- 
tial inflation  premiums.  And  so  long  as  that  gap  is  there,  so  long 
as  there's  a  lot  of  capability  of  long-term  interest  rates  to  come 
down,  there's  a  very  substantial  amount  of  adjustment  in  the  finan- 
cial markets  which  would  offset  the  types  of  fiscal  drag  that  our 
earlier  models  of  the  way  the  economy  functions  would  suggest  we 
be  concerned  about. 

Mr.  Brownback.  So  we  could  see  substantial  growths  in  the 
economy,  substantial  positive  reactions  in  the  markets,  if  we  could 
not  only  get  to  zero  but  start  to  paying  that  debt  down,  that  we 
would  see  substantial  growth  taking  place,  in  your  estimation? 

Mr.  Greenspan.  Absolutely,  Congressman. 

Mr.  Brownback.  Just  out  of  my  own  curiosity,  do  you  know  or 
do  you  have  a  figure  you  peg  that  the  current  deficit  and  the  cur- 
rent debt  increases  our  interest  rates? 

Mr.  Greenspan.  I'm  sorry,  could  you  repeat  that,  please? 

Mr.  Brownback.  We  have  a  debt  of  nearly  $5  trillion.  What  does 
that  do  to  interest  rates?  How  much  does  it  increase  interest  rates, 
that  we  have  a  $5-trillion  debt  and  a  $200-billion  deficit  roughly? 
What  does  that  increase  the  interest  rates? 

Mr.  Greenspan.  It's  a  very  complex  question,  it's  difficult  to 
make  that  estimate.  My  own  judgment  is  that  at  the  level  of  debt 
we  are  currently  at,  the  size  of  the  deficit  is  more  of  a  force  in  driv- 
ing the  level  of  interest  rates.  However,  there  is  considerable  evi- 
dence, and  it's  questionable  what  the  cause  and  effect  is,  that  the 
level  of  debt  as  a  percent  of  GDP  among  the  major  countries 
around  the  world  is  correlated  to  the  level  of  long-term  interest 
rates. 

I  hesitate  to  say  that  it's  cause  and  effect  because  there's  a  lot 
more  complexity  to  that,  but  even  though  that  relationship  does 
exist,  I  would  focus  far  more  on  the  question  of  the  drain  or  the 
draw  of  the  Federal  Government  on  the  financial  markets  annu- 
ally, which  is  what  the  deficit  is.  So  I  think  that  focusing  on  the 
deficit  is  a  far  more  relevant  issue  currently  than  the  debt. 

However,  if  we  delay  inordinately,  we're  going  to  build  the  debt 
up  to  a  point  in  which  the  question  you're  raising  is  going  to  be- 
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come  a  far  more  crucial  issue.  I  would  certainly  hope  we  don't  allow 
that  to  occur. 

Mr.  HOBSON.  The  gentleman's  time  has  expired.  Mr.  Radanovich. 

Mr.  Radanovich.  Thank  you,  Mr.  Chairman. 

Dr.  Greenspan,  we've  made  you  omnipotent  twice  today  and  I 
think  what  I'd  like  to  do  is  try  you  on  being  omniscient  once  here, 
all-knowing. 

Mr.  Greenspan.  I  prefer  the  former. 

[Laughter.] 

Mr.  Radanovich.  I  want  to  build  a  case  with  the  balanced  budg- 
et amendment.  Say  back  in,  oh,  take  1980,  for  example,  during  a 
time  of  a  lot  of  tax  reduction.  If,  during  that  time,  and  this  is  the 
scenario  I  want  to  build  and  then  get  your  reaction  to  this.  If,  dur- 
ing that  time,  a  balanced  budget  amendment  was  passed  and  con- 
sequently what  happened  was  a  decentralization  of  what  goes  on 
here  in  Washington,  by  either  being  privatized  or  pushed  back 
down  to  the  local  level.  Say  all  that  stuff  happened  during  the 
1980's. 

Would  you  care  to  forecast  where  we'd  be  right  now,  in  relation 
to  debt  and  deficit? 

Mr.  Greenspan.  It's  very  difficult.  I'd  have  to  give  that  some  con- 
siderable thought.  Even  if  I  were  omniscient,  I'm  not  sure  I  could 
answer  that  question. 

Going  back  into  history  and  trying  to  replicate  how  the  world 
will  change  under  different  scenarios  is  a  very  tough  hypothesis, 
but  if  you  ask  me  do  I  think  that  decentralization,  moving  more 
governmental  activities  back  to  the  States  and  localities,  is 
desireable  and  helpful  to  our  society,  as  a  citizen,  I  would  say  yes, 
most  certainly. 

Mr.  Radanovich.  Good,  thank  you  very  much. 

I  do  have  one  other  question,  and  that  is  in  forecasting  and  budg- 
eting and  in  economics,  I  think  certain  assumptions  need  to  be 
made  about  human  nature.  I  guess  I'm  asking  you  this  personally. 
I  would  like  to  get  what  your  gut  response  is  and  not  what  history 
proves  statistically. 

I  guess  I  want  your  answer  to  the  question  of  whether  or  not  you 
think  a  person  is  more  productive  when  they're  taxed  and  regu- 
lated less?  And  as  a  gut  reaction  and  not  what  statistics  have 
shown  over  the  last  30  or  40  years. 

Mr.  Greenspan.  I  would  say  it's  my  cerebral  response  that  the 
answer  is  that  they  function  better  when  taxed  and  regulated  less. 

Mr.  Radanovich.  Thank  you  very  much.  Doctor. 

Mr.  HOBSON.  It's  now  my  turn. 

In  your  discussions  earlier,  you  talked  about  some  changes  that 
would  happen  if  we  had  the  fiscal  restraints  that  the  Chairman  of 
this  committee  is  working  for,  but  there  were  two  things  that  I 
don't  believe  have  been  commented  on.  I  don't  know  the  answers 
to  them.  I  would  like  to  understand  how  fiscal  restraint  might  af- 
fect the  current  accounts  imbalance  if  we  were  to  get  into  this  glide 
path  type  of  thing. 

And  secondly,  something  I  spoke  to  you  about  privately  after  the 
last  meeting  when  you  were  here,  how  will  that  affect  savings?  I 
believe  this  is  a  major  problem  in  my  lifetime.  Savers  don't  make 
it  in  this  economy.  Is  there  any  positive  to  either  of  those,  or 


153 

should  we  be  doing  other  things  along  with  this  to  improve  those 
situations? 

Mr.  Greenspan.  Congressman,  arithmetically,  if  we  reduced  the 
Federal  budget  deficit,  it  increases  so-called  domestic  or  national 
saving.  And  because  of  the  way  balance  sheets  must  balance,  the 
current  account  deficit  is  algebraically  equal  to  the  difference  be- 
tween domestic  investment  and  domestic  saving.  So  to  the  extent 
that  we  increase  the  level  of  domestic  saving  by  reducing  the  budg- 
et deficit,  we  also  will  tend  to  lower  the  current  account  deficit  and 
presumably  the  trade  deficit  as  well. 

The  issue  of  total  national  saving,  which  would  rise  if  the  deficit 
were  reduced,  leaves  unanswered  the  question  of  whether  there  is 
any  effect  in  any  of  this  on  private  saving  propensities.  I'm  not  sure 
what  the  answer  to  that  is. 

What  the  historic  evidence  suggests  is  that  we're  having  a  very 
difficult  time  in  trjdng  to  find  means  by  which,  through  govern- 
ment incentives,  we  can  create  an  increased  private  national  sav- 
ing. I  hope  that  we  may  ultimately  be  able  to  find  ways  of  doing 
that,  but  historically  so  far  the  efforts  remain  mixed.  There  are 
some  economists  who  believe  that  a  number  of  the  tax  initiatives 
of  the  last  decade  or  two  have  actually  increased  private  savings. 
But  it  is  by  no  means  the  general  consensus  of  those  analysts  who 
look  at  those  data. 

Mr.  HOBSON.  I  might  suggest  that  one  thing  that  could  happen, 
if  there  is  a  stability  in  rates  that  could  induce  people  to  save,  be- 
cause one  of  the  problems  that  happens  is  they  don't  have  con- 
fidence in  the  rate  structure,  and  under  the  scenario  that  we're 
talking  about,  they  may  be  encouraged  more  to  save  because  we 
might  have  more  stability  in  rates. 

But  I  will  yield  on  that.  Mr.  Shadegg. 

Mr.  Shadegg.  Thank  you,  Mr.  Chairman, 

Mr.  Chairman,  thank  you  for  being  here.  I  want  to  compliment 
you  for  your  testimony.  I  think  it's  been  tremendously  helpful.  I 
think  it's  helpful  not  only  to  this  committee  but  to  the  Nation. 

Let  me  follow  up  on  a  couple  of  points  that  were  just  raised.  First 
of  all,  is  it  essentially  what  you're  sajdng  is  that  there's  no  evidence 
that  tax  reductions,  in  fact,  lead  to  savings  increases,  even  over 
time? 

Mr.  Greenspan.  Well,  there's  been  a  very  considerable  amount 
of  statistical  analysis  of  various  different  tax  incentives  on  the  sav- 
ing rate.  Some  analysts  who  are  looking,  for  example,  at  the  var- 
ious different  programs,  401(k)'s,  IRA's  and  the  like,  have  con- 
cluded, looking  at  the  statistics  of  income  detail,  that  indeed  there 
was  some  increase  in  saving. 

There  are  those  who  conclude,  using  very  much  the  same  data, 
that  all  they  see  is  a  shuffle  from  one  asset  to  another,  that  the 
net  saving  is  not  increased.  I  have  not  looked  at  the  detailed  ex- 
aminations at  a  level  which  enables  me  to  be  confident  one  way  or 
the  other  which  of  those  two  schools  has  got  reality  on  its  side. 

Mr.  HOBSON.  There  is,  however — I  hope  you  would  agree — evi- 
dence that  reduced  government  spending,  for  example  at  the  State 
level,  leads  to  stronger  economies? 

Mr.  Greenspan.  That's  probably  correct. 
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Mr.  Shadegg.  Let  me  pursue  a  slightly  different  topic.  You  indi- 
cated, I  think,  that  your  history  in  Washington  suggested  that  you 
had  no  real  fear  that  we  would  cut  spending  too  radically. 

Mr.  Greenspan.  Correct. 

Mr.  Shadegg.  I  think  that's  a  sound  conclusion.  Let  me  ask  you, 
what  if  we  fail?  What  if  we  fail  to  pursue  a  path  to  reduce  the  defi- 
cit over  the  relatively  short  haul,  as  we  are  currently  seeking  to  do? 

Mr.  Greenspan.  I'm  not  inclined  to  develop  negative  scenarios 
except  to  tell  you  the  scenario  is  negative. 

Mr.  Shadegg.  It  would  not  be  good  for  the  economy? 

Mr.  Greenspan.  It  would  not. 

Mr.  Shadegg.  Let  me  ask  a  different  question.  I  think  there  may 
be  some  temptation  for  this  Congress,  in  trying  to  achieve  that 
goal,  to  rely  to  some  degree  on  what  I  will  call  either  gimmicks  or 
smoke  and  mirrors.  I  guess  I  want  to  pursue  the  issue  of  how  sig- 
nificant is  the  issue  of  perception  versus  reality?  And  that  is,  if  we 
purport  to  get  ourselves  on  the  glide  path  to  a  balanced  budget  by 
2002,  but  it  turns  out  2  years  or  3  years  hence  that  much  of  those 
savings,  deficit  reduction,  in  fact  will  not  occur  and  that  they  were 
games  played  by  the  Congress  to  create  the  illusion  we  would  get 
there. 

Will  the  danger  be  significant  to  the  economy? 

Mr.  Greenspan.  First  of  all,  I  think  that  if  you  believe  that  sce- 
nario, vou  believe  that  there  are  not  a  number  of  very  sophisti- 
cated, high  paid  analysts  in  the  private  sector  who  will  spot  it  im- 
mediately. The  possibility  of  coming  up  with  a  noncredible  budget 
program,  which  will  not  be  evident  immediately  to  the  private  sec- 
tor, I  find  not  credible. 

Mr.  Shadegg.  So  to  make  these  cuts,  we've  got  to  make  real 
cuts? 

Mr.  Greenspan.  Correct. 

Mr.  Shadegg.  And  to  achieve  the  benefits  for  the  economy  that 
you've  talked  about,  which  would  result  from  deficit  reduction, 
that's  got  to  be  done  by  meaningful  and  substantial  real  deficit  re- 
duction? 

Mr.  Greenspan.  Yes,  sir. 

Mr.  Shadegg.  One  final  line  of  questioning.  To  what  degree  do 
you  think  the  American  public  understands  the  importance  of  re- 
ducing the  deficit  and  the  goals  that  would  be  achieved  or  the  bene- 
fits they  would  realize  from  that? 

Mr.  Greenspan.  I'm  not  sure  that  they  fully  understand  what 
the  benefits  will  be,  and  I  think  that  it's  important  that  that  be 
communicated.  I  think  the  very  strong  inclination  against  large 
budget  deficits  is  more  a  moral  and  ethical  issue.  That  is,  there  is 
a  sense  that  it's  wrong. 

In  an  odd  way,  if  that  culture  can  prevail,  it  will  do  more  to  sta- 
bilize what  is  a  bloated  fiscal  system  more  than  anything  I  know. 
I  hope  that  that  general  view  is  what  is,  in  fact,  driving  the  Con- , 
gress  recently.  I  mean,  there  are  a  number  of  analytical,  economic 
reasons  which  economists  are  acutely  aware  of,  but  the  question 
basically  was — which  I  have  gotten  previously — what  can  we  tell 
the  American  people  as  to  why  we  want  to  balance  the  budget?  I 
think  they  know  it  already. 

Mr.  Shadegg.  My  time  has  expired,  thank  you. 
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Mr.  HOBSON.  The  time  of  the  gentleman  has  expired.  Mr,  Bass. 

Mr.  Bass.  Thank  you,  Mr.  Chairman. 

Chairman  Greenspan,  as  you  obviously  know,  having  testified  be- 
fore these  committees  for  years,  I,  as  the  new  guy  on  the  block,  re- 
alizing that  there's  a  form  of  sort  of  natural  selection  involved  here. 
When  you're  at  the  position  on  the  committee  where  I  am,  every 
conceivable  question  has  been  asked  in  every  conceivable  order.  I 
just  want  to  thank  you  for  staying  as  long  as  you  have,  and  having 
answered  these  questions  so  well. 

I  would  only  say  that,  from  my  perspective,  the  key  to  this  testi- 
mony that  we've  heard  here  today  is  not  only  the  fact  that  we  real- 
ize and  recognize  that  bringing  a  balanced  budget  to  the  forefront 
not  only  has  an  immediate  impact  but  a  long-term  impact,  and  it 
can  in  fact  benefit  each  and  every  citizen  of  this  country,  everybody 
over  the  long  term,  is  significant. 

I  also  think  it's  important  to  observe  the  fact  that  perhaps  cut- 
ting taxes  initially  is  not  the  No.  1  objective  long-term  interest  of 
this  country.  So  I  would  simply  like  to  thank  you  for  coming  here 
and  being  so  candid  to  us  and  giving  this  committee  the  kind  of  di- 
rection that  I  think  we  need  in  order  to  attack  what  are  going  to 
be  extremely  serious  and  difficult  issues  over  the  coming  months. 
You  don't  really  need  to  respond,  if  you  don't  choose  to. 

Mr.  Greenspan.  May  I  thank  you? 

Mr,  Bass.  I  yield  back  to  the  chairman. 

Mr.  HoBSON.  The  gentleman  yields  back.  Mr,  Lazio,  for  the  final 
2  minutes. 

Mr.  Lazio.  Thank  you,  Mr.  Chairman.  Good  afternoon,  Chair- 
man. 

I'm  wondering  if  we  could  focus,  for  a  moment,  on  one  of  the 
leading  indicators,  the  industrial  capacity  utilization  rates.  There's 
been  some  criticism  that  the  increase  in  productivity,  in  particular 
use  of  computers,  has  affected  inventory  and  that  perhaps  it  is  not 
as  relevant  as  it  was  several  years  ago,  as  we  have  increased  pro- 
ductivity. I  wonder  if  you  can  comment  on  that  criticism? 

Mr.  Greenspan.  Yes.  It's  significantly  valid  in  certain  respects. 
In  fact,  I  try  to  address  it,  at  least  in  part,  in  my  prepared  re- 
marks: 30  or  40  years  ago,  when  we  talked  about  industrial  capac- 
ity, we  were  talking  largely  about  certain  types  of  open-hearth  steel 
furnaces  with  very  specific  rated  capacity,  and  it  was  very  difficult 
to  go  beyond  that.  We  talked  about  the  various  different  assembly 
plant  operations,  which  were  pretty  rigid. 

In  the  old-type  industries,  you  could  sort  of  get  that  sense  of 
where  the  limits  were,  but  as  we  go  to  an  increasingly  sophisti- 
cated, more  complex  type  of  economy,  not  only  is  manufacturing  or 
industrial  capacity  a  more  flexible,  fuzzy  term,  but  for  the  economy 
as  a  whole,  it  is. 

In  earlier  testimony,  I  use  the  analogy  of  rather  than  running  up 
against  a  rigid  limit,  it's  more  like  going  against  sort  of  a  flexible 
rubber  ceiling  where  you  can  push  up  against  it,  but  it  gets  in- 
creasingly more  difficult.  And  at  some  point,  you  do  really  run  into 
restraints  and  the  way  you  know  that  is  that  deliveries  on  mate- 
rials begin  to  slow  down,  shortages  begin  to  pop  up,  and  you  have 
all  sorts  of  collateral  indications  that  the  system  is  running  into 
shortages. 
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Unless  you  use  those  collateral  indications,  I  don't  think  that  the 
operating  rate,  the  capacity  that  we  at  the  Fed  publish,  is  a  ter- 
ribly useful  vehicle. 

Nlr.  Lazio.  Let  me  ask  one  more  question  if  I  can.  Do  I  have  time 
for  one  more? 

Mr.  HOBSON.  We  promised  the  Chairman  he'd  be  out  of  here  by 
12:30.  He's  been  here  a  long  time. 

Mr.  Greenspan.  Ill  just  answer  this  next  one,  if  I  may. 

Mr.  HoBSON.  It's  your  discretion,  Mr.  Chairman. 

Mr.  Greenspan.  Thank  you,  sir. 

Mr.  Lazio.  Thank  you.  If  the  key  to  rising  living  standards  for 
America  is  an  increase  in  productivity  that  can  be  sustained,  how 
important  is  it — and  maybe  to  be  more  precise — is  it  essential  that 
we  boost  savings  rates  in  this  Nation  and  investment  rates,  both 

f)ublic  and  private,  in  order  for  us  to  get  to  the  higher  productivity 
evel? 

Mr.  Greenspan.  Well,  it's  important.  Congressman,  at  the  mo- 
ment, we're  getting  good  productivity  basically  for  two  reasons. 
One,  we  have  access  to  foreign  saving  of  a  substantial  amount, 
which  is  financing  our  basic  domestic  investment.  Second,  fortu- 
nately, the  productivity  of  that  investment  is  improving,  as  best  I 
can  judge,  which  is  the  reason  why  our  overall  level  of  productivity 
is  accelerating  even  though  our  net  capital  stock  is  not  moving  up 
all  that  fast. 

So  I  would  certainly  think  that,  in  that  regard,  we  have  been  for- 
tunate. We  can't  rest  on  the  assumption  indefinitely  that  we're 
going  to  be  able  to  continuously  borrow  other  people's  saving  to  fi- 
nance our  current  investments,  and  that  therefore  we  have  to  build 
up  our  own  saving  potentigd.  I  said  that  short  of  a  significant  im- 
provement in  private  saving  at  least  the  thing  that  we  can  do 
which  will  help  us  to  get  our  domestic  investment  financed  here  is 
to  lower  the  Federal  budget  deficit  or  hopefully  even  go  to  a  sur- 
plus. 

But  if  we  can  find  a  way  to  get  private  saving  up,  that  will  be 
terribly  important.  There  is  no  question  that  the  level  of  private 
saving  in  the  United  States  is  much  less  than  in  our  trading  part- 
ners around  the  world. 

More  importantly,  it  is  much  less  than  it  used  to  be  at  the  turn 
of  the  century  and  through  the  first  World  War.  Indeed,  the  way 
the  United  States  became  the  preeminent  economy  in  the  world  is 
that  we  had  the  highest  saving  rate  of  all  of  our  major  competitors 
from  the  late  19th  century  through  just  after  World  War  I.  It  obvi- 
ously matters. 

How  we  have  managed  to  do  as  well  as  we  have  with  as  low  a 
saving  rate  as  we  managed  to  create  in  recent  decades  is  a  real 
puzzle  to  me. 

Mr.  Lazio.  Thank  you. 

Mr.  HoBSON.  Mr.  Chairman,  with  your  kind  indulgence  for  one 
more  moment,  Mr.  Sabo  has  a  comment  he'd  like  to  make  and  then 
I'll  make  a  final  comment. 

Mr.  Sabo.  Mr.  Chairman,  I'd  just  thank  you  for  your  being  here 
today,  your  patience  for  a  long  morning  with  us.  I  thank  you  for 
being  with  us  again. 

Mr.  Greenspan.  Thank  you  very  much. 
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Mr.  HOBSON.  Mr.  Chairman,  on  behalf  of  the  chairman,  who  had 
to  ride  off  on  his  white  horse  to  carry  on  the  battle  in  reducing 
spending,  we  very  much  want  to  thank  you  for  being  here.  I  think 
all  of  the  members  truly  appreciate  the  time  you've  taken  to  en- 
lighten us  on  your  views  on  this  because  it's  very  helpful  on  both 
sides  in  this  debate  as  it  goes  forward.  We  very  much  appreciate 
all  the  time  that  you  have  given  to  us. 

I  would  like  to  have  unanimous  consent  to  enter  into  the  record 
this  chart  on  exchange  rates. 

Mr.  Sabo.  I  won't  object. 

Mr.  HOBSON.  You  will  not  object,  therefore,  so  ordered.  Again, 
thank  you,  Mr.  Chairman. 

[The  chart  follows:] 
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[The  letter  of  Ms.  Meek  follows:] 

House  of  Representatives, 
Washington,  DC,  March  6,  1995. 

Hon.  John  Kasich, 

Chairman,  Committee  on  Budget,  House  of  Representatives,  Wash- 
ington, DC. 

Dear  Chairman  Kasich:  I  ask  to  be  excused  from  committee 
meetings  on  Tuesday,  March  7  and  Wednesday,  March  8,  1995,  so 
that  I  can  attend  a  U.S.  Presidential  Business  Development  Mis- 
sion to  Haiti. 

The  restoration  of  democracy  in  Haiti  and  the  overall  develop- 
ment of  that  country's  infrastructure  and  economy  are  of  vital  im- 
portance to  our  country  and  to  the  citizens  of  my  district.  As  you 
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may  know,  my  district  is  home  to  the  largest  concentration  of  Hai- 
tian-Americans in  the  United  States. 

I  would  appreciate  your  favorable  consideration  of  this  request. 
Sincerely, 

Carrie  P.  Meek, 
Member  of  Congress. 

[Whereupon,  at  12:36  p.m.,  the  committee  was  adjourned.] 
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